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Advantages of trusts in planning 


the estate of a corporate executive 


by PETER MILLER and GEORGE E. ZEITLIN 


Today the corporate executive, even in middle management, may be surprised 


to find that he will have a sizable estate. This article suggests that trusts should 


often be set up to receive the substantial benefits that will accrue from company 


pensions, option plans, deferred compensation, and the like. Trusts can provide 


greater flexibility and a hedge against inflation as well as tax savings. Mr. Miller 


and Mr. Zeitlin, in their thoughtful analysis of the case of a typical executive, 


provide guidance for practioners advising such taxpayers. 


yer BY HIGH TAXES on his salary, 
many a corporate executive is un- 
any substantial 
amount of property during his lifetime. 
Yet when he dies, he is often able to 
leave his family an estate worth several 
thousand dollars. The value 
of this estate is primarily due to the 
array of employee benefits provided by 
corporate employers to their executives 
—particularly group life insurance, stock 
options, and a variety of deferred com- 
pensation arrangements. When this “‘cor- 
porate estate” is combined with his per- 
sonal life insurance and savings, the ex- 
ecutive may find, to his surprise, that 
it is advisable to set up one or more 
trusts to handle his various assets after 


able to accumulate 


hundred 


his death. 

Take the case of Mr. Corporate Ex- 
ecutive (a resident of New York, age 55, 
married to a woman age 50, with two 
children at college). As shown in Table 
I, the total value of Mr. C. E.’s assets 
during his lifetime is only $100,000, but 
he will leave an estate worth $350,000 
on his death. 


Disadvantages of installment pay-outs 


Mr. C. E. may at first be attracted 
by the “simple” solution of leaving 
everything to his wife, with insurance 
proceeds, deferred compensation and 
profit-sharing benefits made payable to 
her in installments over a period of 
years. Careful examination will, how- 
ever, reveal that this arrangement is 


highly unsatisfactory because it fails to 
cope with a host of serious practical 
problems. 

For example, it affords Mrs. C. E. 
no protection against continuation of 
inflation after her husband’s death. If 
Mr. C. E. were to die in the near fu- 
ture, she might survive him by thirty 
years. Considering the depreciation in 
the value of the dollar over the past 
thirty years, how much “protection” 
has been offered by a fixed dollar an- 
nuity which began thirty years ago? 
The risk of inflation could be mitigated, 
however, by the use of a trust, author- 
izing the trustee to invest in common 
stocks and other assets with appreciation 
potentialities. 

Direct payment of profit-sharing and 
deferred compensation installments to 
Mrs. C. E. would also result in 
necessarily high income taxes. Such taxes 
could be reduced by making the benefits 
payable to one or more trusts, as ex- 
plained below. 

Installment payments of those bene- 
fits and of life insurance proceeds would 
also be unsatisfactory because Mrs. C. E. 
may die soon after her husband and 
before the children are able to look af- 
ter their own financial affairs. A trustee 
could provide professional management 
of the family property for the benefit 
of the children. 

The early death of Mrs. C. E. would 
also involve severe attrition of the estate 
because of Federal and State estate 


un- 


taxes,1 usually at rates far higher than 
those previously levied at Mr. C. E.’s 
death (since no “marital deduction” 
would be available to Mrs. C. E.’s es- 
tate).2 If Mr. C. E. created a trust, it 
would be feasible to exempt a substan- 
tial part of the total property from tax- 
ation in his wife’s estate. 

Use of a trust would, of course, entail 
the expense of trustees’ commissions. 
Under the present New York statute, 
such commissions would amount to 
about $700 a year’ on all assets held in 
trust as shown in Table IV. This is 
probably no more than Mrs. C. E. would 
pay for the advice of a professional in- 
vestment counselor. 


Proposed estate plan 


The proposed plan, summarized in 
the Tables, would solve Mr. C. E.’s 
problems by setting up two trusts to 
receive the bulk of his property, includ- 
ing his company benefits. The plan is 
designed to safeguard his family in the 
event of his death before retirement 
by providing both maximum flexibility 
to meet their future needs and maxi- 
mum protection against unnecessary tax- 
ation. 

It is assumed that Mr. C. E. is primar- 
ily concerned with providing for his 
wife, that she has no substantial prop- 
erty of her own except $10,000 in se- 
curities, that all of Mr. C. E.’s resources 
must ultimately be available for her 
benefit, and that he is willing to rely 
upon her to take care of their children 
financially. 


Group life insurance 


As in the case of many corporate em- 


ployees, the proceeds of group life in- | 


surance will be the largest single source 
of funds for Mr. C. E.’s family.4 Under 
the proposed plan, most of these pro- 
ceeds will be used to fund two trusts. 
The trustee would use the proceeds to 
buy common stocks and other invest- 
ments and would be required to pay 
all subsequent ~dividends and other in- 
come to Mrs. C. E. for the rest of her 
life. 

As shown in Table IV, the income of 
the trusts would not be large enough 
to meet Mrs. C. E.’s needs. Mrs. C. E. 
would, therefore, be authorized to make 
annual withdrawals from trust princi- 
pal. In addition, the trustee (or co- 
trustee if Mrs. C. E. serves as a trustee) 
would be given discretion to distribute 
to her: additional amounts out of prin- 
cipal as needed. Invasion of principal 
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could be governed by whatever stand- 
ards Mr. C. E. wishes to specify, e.g., to 
provide for serious illness, college edu- 
cation of children, etc. These provisions 
for invasion of principal would afford 
far more flexibility to meet unforseeable 
changes in family requirements and gen- 
eral economic conditions than the set- 
tlement options usually permitted by 
insurance companies. 

Creation of two trusts rather than 
a single trust is advisable to save estate 
taxes. Property placed in Trust A will 
not be taxed in Mr. C. E.’s estate (but 
will be includible in his wife’s taxable 
estate). Property in Trust B will not be 
taxed in Mrs. C. E.’s estate (but will 
be includible in Mr. C. E.’s taxable 
estate). 

Trust A property will not be taxed 
in Mr. C. E.’s estate because it would 
qualify for the marital deduction. Quali- 
fication would be accomplished primar- 
ily by giving Mrs. C. E. all the income 
for life plus the sole power to appoint 
by will who is to receive the trust 
principal on hand at her death, i.e., a 
right to designate anyone (including 
her estate) as the ultimate recipient of 
the principal of Trust A. 

Trust B property will not be in- 
cludible in Mrs. C. E.’s taxable estate 
because her power to withdraw or ap- 
point the principal would be restricted. 
Mr. C. E. might provide that, on Mrs. 
C. E.’s death, the principal of Trust 
B is to be divided equally among their 
issue. A better arrangement might be 
to give Mrs. C. E. discretion to make 
an unequal division, thus preserving 
her “purse-string” power over the chil- 
dren and enabling her to make special 
provision for a child who encounters 
misfortune, e.g., a daughter who is 
widowed. Mrs. C. E. should also be 
given the power to direct that part or 
all of the trust continue after her death 
for the benefit of one or more of their 
children who may then require such 
protection. 

Trusts A and B would also differ 
from each. other with respect to Mrs. 
C. E.’s power to make withdrawals out 
of principal during her lifetime. 


If Mrs. C. E. dies within 10 years of her husband, 
the estate tax on her estate may be reduced by a 
credit for a portion of the estate tax on his estate. 

Both the Federal and New York estate tax laws 
allow a deduction for the value of property pass- 
ing to a surviving spouse under certain circum- 
stances. The deduction may not, however, exceed 
50% of the “‘adjusted gross estate,” i.e., the gross 
taxable estate reduced by all debts and adminis- 
tration expenses. Of course, no such deduction is 
available when the deceased is not survived by a 
spouse. 

* An additional commission of 1% will be payable 
on the principal when it is distributed. 


To preclude estate taxation at Mrs. 
C. E.’s death, the terms of Trust B must 
limit the amount which she can with- 
draw in any one year to $5,000 or 5% 
of the then value of the trust princi- 
pal. If he wishes, Mr. C. E. may set 
lower limits. 

No limitation need be imposed, how- 
ever, with respect to Mrs. C. E.’s right 
to withdraw principal from Trust A, 
since the remaining principal of that 
trust will be taxable in her estate in 
any event (because of her unlimited 
power to designate the recipient of the 
trust principal upon her death). Indeed, 
Mr. C. E. should require that any in- 
vasion of principal first be made from 
Trust A, with Trust B being kept intact 
until Trust A is completely exhausted. 
In this way, the assets potentially tax- 
able in Mrs. C. E.’s estate would be con- 
sumed first while the assets exempt from 
taxation in her estate would be con- 
served. 

In the event that Mrs. C. E. prede- 
ceases her husband (or if she survives 
but fails to exercise her power to ap- 
point), Trusts A and B could be com- 
bined for the benefit of the children 
and potential grandchildren. In addi- 
tion to his share of the trust income, 
each child could be given either the 
right to withdraw his share of the prin- 
cipal upon attaining a stated age, or 
the right to make withdrawals in install- 
ments, e.g., 4 at age 25, 14 at age 30, 
and 14 at age 35. In this way the chil- 
dren would be free to let the trusts 
continue indefinitely as a convenient 
custodial and investment management 
arrangement. 


Personal life insurance 


It is recommended that Mr. C. E. 
make an immediate gift to his wife of 
his personal (non-group) life insurance 
policies rather than add the proceeds 
of these policies to the two trusts. This 
gift could remove all of the proceeds 
of the personal policies from Mr. C. 
E.’s taxable estate,5 whereas mere divi- 
sion of the proceeds between Trusts A 
and B would remove only half of the 
proceeds from his estate (via the marital 


4In New York there is no longer a legal limit to 
the amount of group life insurance which may be 
issued on the life of one individual. Many states, 
however, still limit such insurance severely—in 
some cases to as little as $20,000. 

5 If the gift is made within three years of Mr. C. 
E.’s death, it is presumed to have been made “in 
contemplation of death,” and probably would be 
included in his taxable estate. 

® Future legislation may restore the pre-1954 law 
which imposed estate tax on the entire proceeds of 
life insurance attributable to premiums paid “di- 
rectly or indirectly’’ by the insured, even if paid 
more than three years before death. 
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[Peter Miller and George E. Zeitlin are 
members of the New York Bar. Mr. 
Miller is the author of numerous articles 
on taxation appearing in the Yale Law 
Journal, Tax Law Review, American 
Bar Association Journal, and various 
N.Y.U. Institutes on Federal Taxation.] 
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deduction). Under the proposed estate 
plan, a gift of the policies to Mrs. C. E. 
would save additional estate taxes of 
approximately $6,000. 

A similar gift of the group insurance 
is not recommended because it would 
have far less chance of achieving the 
estate tax saving and would not fit in 
well with the rest of the plan for Mr. 
C. E.’s estate. 

Personal life insurance policies are 
the only sizeable assets which the typical 
executive can safely give away during 
his lifetime for the purpose of reducing 
estate taxes. (A gift of his securities, for 
example, would impair his already 
limited liquidity.) Moreover, a gift of 
insurance policies creates neither im- 
mediate investment management prob- 
lems nor taxable income for his wife. 
Finally, the husband will usually incur 
no gift tax liability since the current 
value of the policies will be more than 
completely offset by the gift tax marital 
deduction together with his $3,000 an- 
nual exclusion and $30,000 lifetime ex- 
emption. 

It is recommended that Mrs. C. E., 
rather than Mr. C, E., pay the premiums 
coming due after the gift of the policies, 
using her personal assets for this pur- 
this 
during the last 


pose. Premium payments on in- 


Mr. C. E. 
three years of his life might be treated 


surance by 


as having been made “in contemplation 
the 
such premiums or a pro rata part of the 


of death,” and either amount of 
insurance proceeds might be taxed in 
his estate.6 

It is desirable to prevent the return 
of the policies to Mr. C. E. in the event 
that his wife predeceases him since his 
estate would then have no marital de- 
duction and would thus be subject to 
higher estate taxes. Accordingly, Mrs. 
C. E.’s will should set up a simple trust 
(with a trustee other than Mr. C. E.) for 
the purpose of holding her securities 
and the policies during Mr. C. E.’s 
lifetime, to pay the premiums on the 
policies out of the income from the se- 
curities, to collect the proceeds upon his 
death, and to retain the proceeds and 
securities in trust for the benefit of the 
children. Mrs. C. E.’s will should also 
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authorize her trustee to pay the pre- 
miums (a) out of the principal of her 
securities, (b) with funds borrowed from 
the insurance company, and/or (c) with 
funds contributed by Mr. C. E. or the 
children this purpose. The fore- 
going arrangement would remove the 
Mr. C. E.’s estate, 
whether or not Mrs. C. E. predeceases 


for 


insurance from 


him. 


Qualified profit-sharing plan benefit 

It is recommended that Mr. C. E.’s 
benefit under his employer’s “qualified” 
profit-sharing plan? be made payable 
to Trust B in a lump sum in the event 
of his death.8 

This would achieve three desirable 
results. First, the portion of the bene- 
fit subject to income taxation (i.e., the 
excess over any employee contributions) 
would be taxed to the trust as long- 
term capital gain.9 Second, the entire 
benefit would be excluded from Mr. C. 
E.’s gross estate for estate tax purposes,10 
since his employer’s profit-sharing plan 
does not call for contributions by em- 
ployees. Third, the entire benefit would 
also be excluded from Mrs. C. E.’s gross 
estate (because of the restrictions on her 
rights with respect to the principal of 
Trust B, discussed above). 

The recommended lump-sum election 
would have an additional advantage if 
Mr. C. E. had made contributions to 
the plan. The employee-financed por- 
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tion of the benefit would then be sub- 
ject to estate taxation, but the bene- 
ficiary (Trust B) would apparently en- 
joy a deduction against its ordinary 
income for a part of the estate tax, 
while reporting the benefit itself as 
long-term capital gain.11 

The estate tax exclusion would be 
lost if the profit-sharing benefit were 
made payable to Mr. C. E.’s executor 
or estate. Since a bequest of the benefit 
to a testamentary trustee might be 
viewed as passing through the hands of 
the executor, it seems advisable for Mr. 
C. E. to set up Trust B during his life- 
time and to request his employer to pay 
the benefit directly to the trustee after 
his death. 


Deferred compensation 


Under the terms of his employment, 
Mr. C. E. is entitled, not only to current 
salary and bonuses, but also to deferred 
compensation payable in installments 
over a ten-year period commencing with 
his retirement or prior death. The de- 
ferred installments are conditioned upon 
one or more contingencies, such as Mr. 
C. E.’s continuing to render satisfactory 
services for one or more pre-retirement 
years and his refraining from competi- 
tion with his employer after retirement. 
These contingencies afford Mr. C. E. 
substantial protection against premature 
income taxation of the deferred install- 
ments.12 





TABLE I: MR 


Personal Assets: 


Equity in home 


$10,000) 
Securities 
Bank 
Miscellaneous 


accounts 


Company Benefits: 


Total Assets 


subject to contingencies. 





Face amount of personal life insuran 


Face amount of group life insurance 
Benefits under qualified noncontributory profit- 
sharing plan (vested portion $10,000) . 
Accumulated deferred compensation (undiscounted) 
Present spread under restricted stock option 


. C. ES ASSETS 

Value 

Present after 

value death 
; $ 25,000 $ 25,000 

ce (cash value 

10,000 40,000 
20,000 20,000 
10,000 10,000 
5,000 5,000 
$70,000 $100,000 
0 150,000 
10,000 20,000 
01 60,000 
20,000 20,000 
30,000 250,000 
Pe ri eee $100,000 $350,000 
death and is 


‘ No present value is assigned since payment will be deferred until retirement or 




















Assuming that Mr. C. E. has, over the 
years, accumulated $60,000 of deferred 
installments, his estate or designated 
beneficiary will receive $6,000 during 
each of the ten years following his 
death. These payments will probably be 
subject to estate taxation as part of his 
estate and will also be subject to income 
tax at ordinary rates when received by 
the estate or beneficiary. 

It is recommended that Mr. C. E. 
leave all of these installments to Trust 
B, so that they will be subject to in- 
come tax at lower rates than if made 
payable directly to Mrs. C. E. 

If Mrs. C. E. were the beneficiary, 
each $6,000 installment, when added to 
her income (estimated at $10,700 in 
Table IV), would be subject to roughly 
$2,500 in Federal and New York income 
taxes.13 Over the ten year pay-out pe- 
riod, Mrs. C. E. would thus have to pay 
$25,000 in taxes and would retain only 
$35,000 of the $60,000. 

If Trust B receives these installments, 
however, each installment would suffer 
taxes of only about $1,500,14 or a total 
of $15,000 over the ten years. Thus, 
there would remain a total of $45,000 
as compared with the $35,000 remaining 
if the wife were the beneficiary, or a 
total tax saving of $10,000. Of course, 
the amount of the saving would increase 
markedly as Mr. C. E. continues in 
service and builds up the amount of his 
deferred compensation.!5 

The essence of this arrangement is 
that, although each installment of de- 
ferred compensation is considered in- 
come for tax purposes, it is treated as 
principal for trust accounting purposes. 
Thus, as each installment is received 
by the trust, it would be used to pur- 
chase securities which would be added 
to the principal, and only the subse- 
quently accruing dividends would be 
TA “qualified” profit sharing plan is one which 
conforms to certain requirements of the Internal 
Revenue Code. Only a “qualified” plan will entitle 
the employee to the favorable tax treatment dis- 
cussed in the text. 

8 This recommendation would alse apply to any 
death benefit payable under a “qualified” pension 
or annuity plan. 

® Since it is assumed that Mr. C. E.’s employer's 
plan is non-contributory, the entire benefit will be 
subject to income tax. 

The Internal Revenue Code provides that, if the 
employee’s entire profit-sharing benefit is paid to 
him or his beneficiary in one year because of his 
death or separation from service, the taxable por- 
tion will be treated as a long-term capital gain. 
The Treasury has ruled that capital gain treat- 
ment also applies to a trust receiving such a dis- 
tribution after the employee’s death. 

10 Only that portion of the benefit attributable to 
the employee’s contributions is subject to estate 
tax in his estate. 

ll After decedent’s death a person or entity re- 
ceiving income earned by decedent is subject to 
federal income tax on that income but is entitled 
to an income tax deduction to the extent that 
federal estate tax was paid on such income. The 


formula for computing the amount of his deduc- 
tion is complicated. See Miller, “Special Problems 
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paid to the wife as the trust’s income 
beneficiary. 

The installments themselves would 
not be distributable to her and there- 
fore would be taxable in the separate 
fiduciary income tax return of the trust. 
Assuming that all of the trust’s income 
(in the trust accounting sense) is to 
be distributed curently, the compensa- 
tion would be the only income which 
would be taxable to the trustee, other 
than capital gains. Accordingly, it would 
be taxed in low tax brackets. 

To preserve this tax advantage, care 
should be taken not to make distribu- 
tions to the wife out of the principal of 
the trust receiving the deferred com- 
pensation since such distributions might 
cause her to be taxed on a correspond- 
ing amount of the installments received 
by the trust and added to principal. 
Moreover, under a special rule (the so- 
called five-year “throw-back” rule), she 
might then be taxed to the extent of 
deferred compensation installments re- 
ceived by the trust during the five pre- 
ceding years.16 Even in the absence of 
actual distributions out of principal, the 
wife may be taxable if she has a power 
to withdraw principal (and therefore a 
withdraw part of the com- 
pensation which was added to princi- 
pal).17 


power to 


For this reason, it is recommended 
all installments of deferred com- 
pensation be paid to Trust B. The pro- 
posed estate plan contemplates that, 
under normal circumstances, Trust B 


that 


would accumulate all ten annual install- 
ments and retain them during the addi- 
tional five years covered by the “throw- 
bac Y& 
butions out of principal to the wife or 
children. 


rule, before commencing distri- 


This accumulation should not entail 
ny hardship for Mrs. C. E. because of 


Estate Planning for the Corporate Executive,” 
Proceedings of N.Y.U. 17th Annual Institute on 
leral Taxation 1171, 1177 (1959). 

Even if Mr. C. E.’s rights to these installments 
unconditional, he would not be subject to 
prior to actual receipt of the installments 
nder Rev. Rul. 60-31, issued February 1, 1960. 
Based on assumptions in Table IV. This compu- 


tation ignores the exemption from federal income 


ix of the first $5,000 of employee death benefits. 
This exemption must be prorated among the var- 
is employee benefits, including those taxable as 
apital gain. 

‘Computation ignores the $5,000 employee death 
enefit exemption. 

Tax savings of this type cannot be achieved dur- 
ng the lifetime of the executive since he would be 
able on all income earned by his personal serv- 
s even if he could legally assign his rights to a 
ist. 

Where a trust accumulates taxable income and 
listributes it in a subsequent year, the beneficiary 





may be taxed in the year of distribution on the 





cumulated trust income for the five preceding 
ars. 

See Miller, supra, Proceedings of N.Y.U. 17th 
innual Institute on Federal Taxation 1173, notes 
and 9. 





the availability to her of all marital- 
deduction assets, including the entire 
principal of Trust A (which is to be 
completely exhausted before any distri- 
butions are made out of the principal 
of Trust B). Indeed, Mr. C. E. could 
authorize his wife to withdraw from the 
principal of Trust A an annual amount 
equal to the amount of deferred com- 
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pensation (after income taxes) which 
was added to the principal of Trust B 
during that year. Under this arrange- 
ment it is unlikely that distributions 
would have to be made out of principal 
of Trust B for a period of at least 15 
years. 

If Mr. C. E. continues to build up 
deferred compensation credits, ¢.g., into 


























TABLE II: COMPUTATION OF ESTATE TAXES AND 
RESIDUE UNDER WILL 
Amount Amount disposed of: 
subject to Residue 
Prune estate taxes under Will Other means 
Description of Asset 
1. Equity in home $ 25,000 $ 25,000 To Mrs. C. E. by Will. 
2. Face amount of personal 
life insurance ....... 0 40,000 To Mrs. C.E. by gift. 
3. Securities . 20,000 $20,000 
4. Bank accounts ... 10,000 5,000 5,000 To Mrs. C. E. by Will. 
5. Miscellaneous? , 5,000 5,000 To Mrs. C. E. by Will. 
6. Face amount of group life 
insurance 150,000 50,000 70,000 To Trust A. 
30,000 To Trust B. 
7. Benefit under non-contribu- 
tory profit-sharing plan 
(F20000) ° x cca eke. 0 15,000° To Trust B. 
8. Deferred compensation 
(10 installments of $6,000 
CALM)’ 5.7... de ena ex.s 0% 50,000* 45,000° To Trust B. 
9. Present spread under re- 
stricted stock option 20,000 20,000 
Gross estate $280,000 $95,000 $235,000 
Estimated debts and 
administration expenses 10,000 10,000 
270,000 85,000 
Maximum marital deduction 
(14 of column 1) 135,000 
Net taxable estate 135,000 
Approximate U. S. and N. Y. 
estate taxes 17,000 
Net Residue 68,000 
Pour-over to Trust A (Table 
IIT) 3 30,000 To Trust A. 
Pour-over to Trust B (Table 
IIT) 38,000 To Trust B. 
Total of Mr. C. E.’s assets 
available or family 303,000 
Securities owned by Mrs. C. E. 10,000 
Total assets available to Mr. ——— 
C. E.’s family $313,000 
1 Assumes that no part of the insurance pro- 8 Reflects $5,000 capital gain taxes payable 
ceeds or premiums is includible in Mr. C. E.’s upon receipt. 
estate as property transferred “in contempla- ‘ Reflects approximate discount allowable for 
tion of death.” estate tax purposes. 
5 Reflects $15,000 income taxes payable upon 
2 Arbitrary figure to reflect automobiles, house- receipt but ignores discount for installment 
hold furnishings, jewelry, etc feature. 
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TABLE III: DIVISION OF RESIDUE BETWEEN TRUSTS A AND B 
A. Computation of pour-over from residue under Will to Trust A: 
Maximum marital deduction 
(Table Hy seca ries. uaniacaws $135,000 
Assets passing outright to Mrs. C. E. 
Equity £0) MG oon csc. e ese iee $25,000 
Cash Jegaty ta tsi 3s obs ee ce ee 5,000 
Muscellaneaus. i hos 2o8 5 ee 5,000 
35,000 
Portion of proceeds of group insur- 
ance paid to Trust A ............ 70,000 
105,000 
Amount of pour-over to Trust A 
necessary to provide maximum 
marital deduction under formula 
clause in Mr. G.E.6 Wil... 30,000 
B. Computation of pour-over from residue under Will to Trust B: 
Net residuary estate after debts and 
taxes (Tania Maye io5.< 2). ass 68,000 
Pour-over into Trust A 30,000 
Amount of pour-over to Trust B $38,000 














a total fund of $100,000 or more, he 
should consider dividing each install- 
metn several taxable entities 
to minimize the applicable income tax 
Under present law, this can be 
accomplished with relative by 
creating an additional Trust C (and a 
Trust D, E, etc.) to share each install- 
ment with Trust B. 

There is, however, a possibility that 
proposed legislation may limit the ex- 
isting advantages of multiple trusts for 
As 
proposed such legislation would have 


between 


rates, 
ease 


the same _ beneficiaries. originally 


required the consolidation of taxable 


income accumulated by 


for the primary 


two or more 


trusts same benefici- 
aries.18 

A more recent proposal, the “Trust 
and Partnership Income Tax Revision 
Bill of 1960,” 


aries of such 


would tax the benefici- 
multiple 


After a beneficiary receives 


accumulation 
trusts. a dis- 


tribution of accumulated taxable _in- 


come from one such trust, a modified 


version of the throw-back provisions 
would be applied to tax his receipt of 
such a distribution from any other such 


trust.19 


Restricted stock options 


Mr. C. E. should be careful to provide 
that, if he dies before having exercised 


his restricted stock option, the option 
will pass to someone having both the 


legal capacity and the financial re- 
sources to exercise the option. 
Leaving the option to Mrs. C. E. 


would not be in keeping with the 
philosophy of combining most assets in 
trust for her benefit and relieving her 
of the burden of investment decisions. 

If the option is for 400 shares at $95 
a share and the stock is presently worth 
$145 a share, the current 90% margin 
requirement would permit only $14.50 
per share, or $5,800, to be borrowed 
against the stock, requiring the optionee 
to put up the remaining $80.50 per 
share, or $32,200. 

It is therefore recommended that the 
option be left to Mr. C. E.’s executors 
with express authorization to utilize the 
estate’s entire financial resources to 
exercise the option, either by invest- 
ment in the option stock or as collateral 


18 Revised First Report, Advisory Group on Sub- 
chapter J of the Internal Revenue Code of 1954, 
1-9 (Nov. 22, 1957). 

See Sec. 113 of HR 9662, as passed by the House 
of Representatives on February 4, 1960. 

20 Such assurance is often required by the employ- 
er so that the stock will not have to be registered 
under the Securities Act of 1933. Any trustee who 
may receive the option stock should also be em- 
powered to give such assurances. 

*t During his lifetime the executive could eliminate 
the six-month market risk by purchasing a “‘put.”’ 
This would not deprive him of favorable tax treat- 
ment, according to a recent Treasury ruling. 

22 “formula clause” may provide a legacy or a 
share of residue. 


to. facilitate exercise with borrowed 
funds. If trusts created during Mr. C. 
E.’s lifetime are used to receive Mr. C 
E.’s other company benefits, the trustees 
of those trusts should be authorized to 
lend trust principal to the executors or 
to permit the executors to pledge trust 
principal to facilitate exercise of the 
option. 

The will might also authorize Mr. C. 
E.’s executors to take more than the 
usual risks in exercising the option and 
holding the stock, exonerating the ex- 
ecutors from any loss in connection with 
the acquisition or disposition of the op- 
tion stock. The executors should also 
be authorized to join in giving the em- 
ployer such assurances as be re- 
quired that the stock will be held “for 
investment.’’20 

If neither the text of the option 
nor the Securities Act of 1933 requires 
the executors to hold the stock “for in- 
vestment,” the executors may be able 
to arrange an immediate sale of the 
option stock. While favored tax treat- 
ment of a restricted stock option ordi- 
narily requires that the stock be retained 
until two years after the grant of the 
option and until six months after exer- 


may 


cise of the option, these rules do not } 


apply to the executors or beneficiary 
of a deceased optionee, even if the 
option is exercised after death. Ac 
cordingly, the executors may be able 
to arrange a sale of the stock before 
exercise of the option, eliminating both 
the risk of market fluctuations and the 
need for funds to carry the stock for 
six months.?1 

Such a sale would not be a long-term 
transaction. The executors’ capital gains 
tax would, however, be limited to the 
appreciation, if any, accruing after death 
since the tax basis for the stock will 
be approximately its value at the date 
of death rather than the lower option 
price. Under a 1958 amendment to the 
Code, this rule applies even though 
the option is not exercised until after 
the death of the executive. Thus, ex- 
ercise and sale after death could elimi- 
nate both the six-month risk and the 


23 The Treasury has ruled that an executor or trus- 
tee will not be taxable on commissions waived be- 
fore performing services as fiduciary. 

*% This would save executors’ commissions on 
$180,000 worth of assets. In New York, executors’ 
commissions are 4% on the first $10,000 and 24% 
on the next $290,000. Thus, the saving in New 
York would be around $4,500. There may also be 
a substantial saving in legal fees. 

5 See the discussion in the text following note 11. 
% For example, Section 24-a of the New York Per 
sonal Property Law authorizes such a designation 
in limited cases. 

2 The first $60,000 would be exempt from Federa 
estate tax. 
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veq | Capital gains tax on the spread between 
c. ) the option price and the value of the 
c. | stock at death. 
€€S | Setting up the plan 
ra The foregoing plan might be set up 
~ust | im several different ways. The simplest 
the ) method would be for Mr. C. E. to pro- 
vide in his will for the disposition of 
_¢ } all assets and benefits. This method has 
the | both advantages and disadvantages. 
Be } The principal advantage is simplicity; 
ex. | the entire plan would be contained in 
vith | one document, the will. The will would 
op ) begin by leaving Mr. C. E.’s home, 
also | 52,000 in cash, and his miscellaneous 
em. | Personal assets to Mrs. C. E. outright. 
re.) Lhe balance of the assets would be 
“for | divided between two trusts to be cre- 
| ated under the will (Trusts A and B). 
tion \ Lust A would receive assets (computed 
vires { Under a “formula clause”)?? sufficient 
| to provide the benefit of the maximum 
able | marital deduction. Trust B would then 
the | Teceive whatever remains after payment 
reall of the estate taxes, including all unpaid 
ordi. | i2stallments of deferred compensation. 
sil This arrangement would subject the 
the | company benefits to executors’ as well 
exer 4 3 trustees’ commissions. That would not 
not } b& objectionable, however, if Mrs. C. 
‘tas E. were appointed sole executor. Since 
the| her children are the remaindermen, she 
Ac.} Would probably waive her commissions 
able} &° Save income taxes.?8 
oben If a trust company is to serve as ex- 
both | cutor (or co-executor with Mrs. C. E.), 
1 the} Commissions can be reduced by creating 
; ford [rusts A and B during Mr. C. E.’s life- 
time and by filing with Mr. C. E.’s em- 
term) Ployer and the insurance company the 
ostill designation of the trustees as the bene- 
" the{ Sciaries of profit-sharing benefit, de- 
death} {erred compensation, and part of the 
will| 8feUP insurance proceeds.*4 This meth- 
datet 4 is illustrated in Table II. These life- 
ption time trusts could be revocable and 
> the} Lave only nominal assets during Mr. C. 
sonal T E.'s lifetime. 
otis If Trusts A and B are set up during 
s. ex} Mr. C. E.’s lifetime rather than by his 
elimi) WL, no additional trusts need be 
d thep “eated in the will. The marital deduc- 
tion formula clause in the will could 
or tus direct that the amount required to make 
ve" up the maximum marital deduction be 
ons or) poured over” into Trust A. Whatever 
d 2465 else remains after estate taxes could 
also bf then be “poured over’ into Trust B. 
i’ Use of a lifetime trust to receive the 
ork Per- profit-sharing benefit would also assure 
sna 9 the exemption of that benefit from es- 
Federa 


tate taxes,.25 


The filing of a designation during 
Mr. C. E.’s lifetime should not, however, 
be attempted if there is doubt that such 
a designation is valid under the local 
Statute of Wills. Some states have 
statutes expressly authorizing such a des- 
ignation under specific circumstances.2¢ 


The plan in operation 


Under the proposed estate plan, as 
shown in Table II, Mr. C. E.’s gross 
assets of $350,000 will be subject only to 
about $17,000 of Federal and New York 
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estate taxes. If Mrs. C. E. predeceases 
Mr. C. E. or if the marital deduction 
were not utilized for some other reason, 
the estate taxes on his estate would total 
about $60,000. Thus, full utilization of 
the marital deduction would result in 
a saving of about $43,000 in estate taxes. 

After substracting from the $350,000 
figure the amount of estate taxes, ad- 
ministration expenses, capital gains tax 
on the profit-sharing plan benefit and, 
for simplicity, all deferred compensation 
and adding the $10,000 worth of securi- 





Assets not in trust: 
Equity in home (to be sold) 


C080 JAPECY toe a sks os 


Miscellaneous assets ....... 
Mrs. C. E.’s personal securities 


Assets in trust: 


Trust A—marital deduction trust 


Trust B—non-marital trust 


Total assets per Table II 


tion) yield 4% 
/ oO 


Annual Disbursements: 


b. Federal income tax! 
c. New York income tax? 


After-tax income 

A (during first 10 years) 
1 Approximate figure reflecting arbitrary al- 
lowance of $1,700 for deductions and exemp- 


tions in addition to deduction of trustees’ com- 
missions and N. Y. income tax. 





TABLE IV: MRS. C. E.’S ASSETS AND INCOME UNDER ESTATE PLAN 


Proceeds of personal (non-group) life insurance 


a. Portion of proceeds of group insurance 
b. Pour-over from residue under Will 


a. Portion of proceeds of group insurance 

b. Benefit under non-contributory profit-sharing 
plan (after capital gains taxes) . 

c. Deferred compensation (after income taxes) 

d. Pour-over from residue under Will 


Total assets (excluding deferred compensation) 


Total income if assets (excluding deferred compensa- 


a. Annual trustee’s commissions 


Assumed annual withdrawal from principal of Trust 


Assumed annual living expenses of Mrs. C. E. 


$25,000 
40,000 
Seeae ateclek a 5,000 
See 5,000 
ae Pee 10,000 
$ 85,000 
70,000 
30,000 
100,000 
30,000 
15,000 
45,000 
38,000 
128,000 
313,000 
268,000 
10,700 
700 
woe 1,950 
350 
3,000 
7,700 
a's 4,500 
$ 12,200 
2 Approximate figure reflecting arbitrary al- 
lowance of $1,700 for deductions and exemp- 
tions in addition to deduction of trustees’ com- 
missions. 
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GRAPH A: Comparison of 3% annual appreciation in value of family 
assets with no appreciation. 
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ties owned by Mrs. C. E., a total fund any of the proceeds of Mr. C. E.’s per- 
of $268,000 would be available for her sonal insurance or having to request 
benefit immediately after Mr. C. E.’s_ the trust company to permit a further 
death, as shown in Table IV. Moreover, invasion of principal for her benefit. 
the installments of deferred compensa- This plan would not only provide 
tion would gradually be added to the _ satisfactorily for Mrs. C. E. but would 
principal of Trust B, building up an also conserve the family property for 
additional fund of $45,000 (net after the children by minimizing the estate 
income taxes) by the end of ten years. taxes due at Mrs. C. E.’s death. The 
Assuming that the fund of $268,000 amount of property to be passed on to 
will yield 4%, Mrs. C. E. will have a_ the children will, of course, depend 
pre-tax income of $10,700 and an after- upon the extent to which Mrs. C. E. de- 
tax net income of $7,700, as shown in pletes principal during her widowhood, 
Table IV. Mrs. C. E. will also be au- upon any growth in the market value of 
thorized to withdraw the sum of $4,500 the securities held by the trust and Mrs. 
a year from the principal of Trust A C. E., and upon taxes. 
(the marital deduction trust) which will Graphs A and B indicate the amount 
be offset by the deferred compensation of assets which will be left for the chil- 
of $4,500 a year (net after income taxes) dren if Mrs. C. E. survives her husband 
added to the principal of Trust B. Thus, for varying periods of up to 30 years. 
she will have $12,200 a year for her Both graphs assume Mrs. C. E. will spend 
living expenses, without having to spend $12,200 a year for her living expenses. 












































GRAPH B: Value of trust A, trust B, and assets not in trust assuming no 
appreciation in value. 
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In Graph A the effect of a 3% an- 
nual appreciation in the value of the 
family assets is contrasted with their 
value if there is no appreciation. 

In Graph B the family assets are 
divided into three groups—those held 
in Trust A, those held in Trust B, and 
those not in trust. Graph B shows the 
change in the value of each group of 
assets over the 30 years if there is no 
appreciation in asset values. 

Two examples taken from the graphs 
will illustrate the estate tax savings in 
Mrs. C. E.’s estate which may result 
from adoption of the proposed plan. 

If Mrs. C. E. lives for 30 years after 
her husband’s death, the children would 
receive, on her death, the entire prin- 
cipal of Trust B ($128,000 per Graph 
B) free of any estate tax. In addition, 
they would receive roughly $25,000 of 
other assets, which would be subject to 
a negligible New York estate tax and 
to no Federal estate tax.27 If the assets 
placed in Trust B had been left to 
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Mrs. C. E. outright, the family assets 
would be subject to over $22,000 of 
estate taxes on her death. 
The estate tax savings from the u 
of Trust B will be much greater if the 
is a 3% annual growth in the value 
the securities during the 30 years. / 
Mrs. C. E.’s death, the family assets 
would then be worth about $500,000, | 
as shown in Graph A. Of this amount, 
about $225,000 would be insulated by 
Trust B from estate tax liability, leaving| 
the remaining assets subject to Federal 
and New York estate taxes of about| 
$61,000. If Mr. C. E. had left all his} 





assets to Mrs. C. E. outright, the eniel 


$500,000 would suffer estates taxes of 
about $136,000 at her death. Thus, the 
plan would save about $75,000 in estate 
taxes at Mrs. C. E.’s death. 


Conclusion i 


The details of the plan proposed for 
Mr. C. E. are not presented as , 
panacea for all executives. Obviously, 
there can be no “ready-made” estate! 
plans; each plan must be carefully 
tailored to fit the needs and resources 
of the individual. 

The cars of Mr. C. E. does serve to 
demonstrate, however, that an execu; 
tive with a comparatively modest estat¢ 
may find that trusts afford substantial 
tax and non-tax advantages in handling 
his “corporate estate.” Such an execu 
tive owes it to his family to investi 


gate these advantages in planning hii 
estate. q 





chargec 
includi 
me 4 

Since 
xing 
I% | 
llowak 
upon t 
duction 
in dist 
amount 
and the 
gain in 
come 1 
Section 
the be 
estate y 
titled t 
of whi 
prived, 
presum: 
and he 


11959 IR 
2Gross it 
expenses 
$14,000 is 
tion in tl 
of the ca) 
of $4,000. 
duction ir 
under Se 
this and 1 
* Distribu 
sisting er 
the dedu 
against o 
Reg. Sec 
(1956). 
deemed ti 
which, re 
Le., $7,00 
come. 
‘IRC See 
5It woul 
ance up 
(1959) is 
dealing v 
able yea) 
642(h) w 





an- 


the | New Ruling preserves benefit of 


by H. PETER SOMERS 


neir - is « B ‘ 
capital gains deduction on termination 
are 
1eld 
and 
the The Commissioner, in Rev. Rul. 59-392, removes a possible distortion which might 
» of 
_| result from a loss of the 50% long-term capital gain deduction the last year of a 
no c 8 6 ’ 
trust. The new ruling in effect causes the distributable-net-income provisions in 
‘PAS | these circumstances not to affect the amount of income taxable. 
$s in} 


sult 5 REVENUE RuLING 59-3921 the Com- 
. resolved a problem 
which has troubled many fiduciaries 
faced with the termination of a trust 
or estate. Briefly stated, it deals with a 
raph distortion produced by the operation of 
400, | the distributable net income mechanism 
0 of | in situations where capital gains are in- 
ct tO) ludible in distributable net income and 
are reduced by deductible expenses, be- 
cause of the absence of other income 
against which such expenses may be 


assets b charged, so that the distributable gains 
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includible in the beneficiary’s gross in- 
me are likewise reduced. 
Since under the general provisions for 
xing capital gains the amount of the 
1% long-term capital gain deduction 
llowable under Section 1202 depends 
upon the gross amount of gain, the re- 


duction of the capital gain includible 
LounNT, | ; net 
ed by 


aving 


Ss. 
asset 


0,000, | 


n distributable income by the 
amount of expenses charged against it 
and the corresponding reduction of the 
gain includible in the beneficiary’s in- 
will reduce the amount of the 
1202 deduction allowable to 
entire! the beneficiary. Although the trust or 
xes OF estate would under Section 1202 be en- 
s, the titled to that portion of the deduction 
estat€ of which the beneficiary is thus de- 

prived, the distribution deduction would 

presumably eliminate its taxable income 

and hence the portion of the Section 


ederal 
about 


11 his 


come 


Section 


ed for 
aS 4/11959 IRB No. 50, at 16. 
Gross income of $22,000, reduced by deductible 
xpenses of $8,000, leaves $14,000. The amount of 
$14,000 is further reduced by a Section 1202 deduc- 
tion in the amount of $10,000, representing 50% 
refully of the capital gain, thus leaving a taxable income 
of $4,000. For purposes of simplification, the de- 
duction in lieu of the personal exemption allowable 
under Section 642(b) (1954) has been ignored in 
this and the following examples. 
Distributable net income would be $14,000, con- 
sisting entirely of capital gain, since presumably 
deductible expenses would be first charged 
inst ordinary income to the extent thereof. See 
Sections 1.652(b)-3(b) and 1.662(c)-4(e) 
1956). The beneficiary would, therefore, be 
stantial leemed to have received $14,000 of capital gain 
> which, reduced by a deduction of 50% of the gain, 
indling ‘-¢-. $7,000, would leave $7,000 of fully taxable in- 
“) come. 
execu}! IRC Section 642(h) (2) (1954). 
: It would seem that, as a technical matter, reli- 
investl) ance upon Regulation Section 1.641(b)-3(c) 
R J 59) is questionable. The Ruling obviously is 
ing hi¥ de ing with a situation involving the final tax- 
able year of the trust, for otherwise Section 
642(h) would be inapplicable, Reg. Section 1.642 
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1202 deduction to which it is entitled 
would be of no use to it. 

On the other hand, had the capital 
gain not been distributable, the trust 
or estate, in addition to the deduction 
for expenses, would have enjoyed the 
full benefit of the Section 1202 deduc- 
tion based upon the gross amount of the 
capital gain realized. 

Assuming, for example, that a trust 
has capital gains of $20,000, ordinary 
income of $2,000 and deductible ex- 
penses of $8,000, it will have fully tax- 
able income of $4,000, if neither the 
ordinary income nor the capital gains 
are distributable.2 But if the ordinary 
income and the capital gains were dis- 
tributed or required to be distributed, 
the amount taxable to the beneficiary 
would be $7,000. 


Congress did not intend this result 


It is unlikely that Congress intended 
the distributable net income provisions 
to affect the total amount of 
subjected to tax, depending upon 
whether or not a capital gain is dis- 
tributable, and Revenue Ruling 59-392 
quite appropriately serves to avoid this 
result in the year of termination of a 
trust by holding that the portion of the 
50% capital gains deduction which un- 
der Section 1202 is allocable to the trust 
enters into the computation of the ex- 


income 


(h)-2(a) (1956); and in the final taxable year of 
a trust the question whether income, including 
capital gains, is to be regarded as required to be 
distributed currently has, in the past, not been 
determined by reference to local law, as Reg. 
Section 1.641(b)-3(c) would seem to indicate, but 
rather the ordinary income and capital gains have 
been held to be taxable to the recipient, without 
regard to any niceties of local law, because they 
are in fact distributed to him in the terminal year. 
IRC Section 643(a)(3) (1954); Reg. Sections 
1.643(a)-3(a)(2) and 1.643(a)-3(d) Example 
(4) (1956); S. Rep. No. 1622, 838d Cong., 2d Sess. 
343-344 (1954); HR Rep. No. 1336, 83d Cong., 2d 
Sess. A204 (1954); Carlisle v. Commissioner, 165 
F.2d 645 (6th Cir. 1948). Although the language 
of Reg. Section 1.641(b)-3(c) may be broad 
enough to cover the final taxable year as well, its 
scope could, as a matter of construction, perhaps 
be limited to taxable periods subsequent to the 
event which causes the trust to terminate under 
the terms of the governing instrument and prior 
to its final taxable year. Certainly, it would be sur- 
prising if under Section 1.641(b)-3(c) income of 
the final taxable year could be treated as taxable 
to the trust merely because as a matter of local law 
the remainderman is regarded as having received 
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cess deduction to which the beneficiaries 
succeeding to the property of the trust 
are entitled.4 

The facts stated in the Ruling in- 
volve, in substance, a trust which in its 
final taxable, year had a gross income 
of $10,000, consisting entirely of long- 
term capital gains, and deductible ex- 
penses of $2,000. The deduction of these 
expenses reduced the distributable net 
income of the trust to $8,000, and, ac- 
cording to the Ruling, the trust de- 
ducted this balance as an amount re- 
quired to be distributed currently under 
Section 1.641(b)-3(c) of the Regulations,5 
thereby reducing its taxable income to 
zero. However, under Section 1202, 
which provides that in computing the 
50% capital gain deduction for a trust 
the portion of the gain includible in 
the gross income of its beneficiaries is 
to be excluded, the trust claimed an ad- 
ditional deduction of $1,000, i.e., 50% 
of the gain absorbed by the deductible 
expenses and therefcre not shifted to 
the beneficiaries. Hence, its total deduc- 
tions, as thus determined, exceeded its 
gross income by $1,000.% 

The specific questions ruled upon 
were (1) whether the trust income was 
correctly determined so as to produce 
an excess deduction of $1,000; and (2) 
if so, whether this excess deduction was 
allowable to the beneficiaries succeeding 
to the trust property under Section 
642(h)(2), providing for the shift of 
excess deductions to beneficiaries 
in the final taxable year of a trust or 
estate. Both questions were answered in 
the affirmative. 

Not only does the result reached in 
the Ruling seem to be required by the 
literal language of the pertinent statu- 
tory provisions, but also it would ap- 
pear to be in accord with the policy 
underlying Section 642(h), which was 
designed to preserve the full benefit of 


such 


only corpus. In any event, it seems doubtful that 
the adoption of this Regulation in 1959 was in- 
tended to abrogate the rule of the Carlisle case, 
which had been regarded as fairly firmly en- 
trenched. See, e.g., Fillman, Selections from Sub- 
chapter J, 10 Tax L. Rev. 453, 467 (1955). 

® Gross income of $10,000, less the sum of the 
$2,000 deduction for expenses, the $8,000 distribu- 
tion deduction, and the $1,000 Section 1202 deduc- 
tion. 

Section 1202 speaks of “income beneficiaries” in 
referring to gains which are distributable and, 
therefore, excludible from the computation of the 
50% capital gain deduction allowable to a trust. 
Although the beneficiaries here were presumably 
remaindermen, as distinguished from income bene- 
ficiaries in the conventional sense, the Regulations 
state, very sensibly, that for purposes of Section 
1202 “an income beneficiary shall be any benefici- 
ary to whom an amount is reauired to be distrib- 
uted, or is paid or credited, which is includible in 
his gross income.” Reg. Section 1.1202-1(b) 
(1957). 

7 See Somers, Some Income Tax Problems Incident 
to the Termination of a Trust, 14 Tax L. Rev. 85, 
97 (1958). 
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[Mr. Somers, a member of the Massachu- 
setts and Pennsylvania Bars, is an as- 
sociate with the firm of Morgan, Lewis 
& Bockius, Philadelphia, and a lecturer 
on federal taxation and estate planning 
at Villanova University Law School.) 





allowable deductions in termination 
situations.? 

Thus, in the final taxable year of a 
trust or estate the distortion otherwise 
produced by a reduction of distributable 
capital gains, as a result of charging the 
gains with expenses deductible by the 
avoided; and the total 


amount of income subjected to tax re- 


fiduciary, is 
mains the same, notwithstanding the 
fact that the gain is required to be 
distributed. For example, on the basis 
of the foregoing figures, the total 
amount taxable had the gain not been 
distributable would have been $3,000.8 
Likewise, the total amount taxable to 
the beneficiaries under the Ruling is, 
absent other income and deductions, 
also $3,000.9 

Although the problem resolved by the 
Ruling could in most instances have 
been avoided by careful tax planning, 
i.e., by so timing the payment of the 
expenses and the realization of the gain 
that the two transactions would fall into 
two different taxable years, the Ruling 
obviates any need for such artificial ar- 
rangements. 


Tax reduced under alternative method 


So far, the discussion has focused upon 
the problem presented by the loss of a 
portion of the Section 1202 deduction in 
situations where capital gains are dis- 
tributable but the gross amount of the 
gain is reduced by deductible expenses 
of the trust, thus causing an increase 
in the total amount subject to tax, un- 
less Section 642(h)(2) is applicable. How- 
ever, where the capital gains realized 
by the trust are large enough to bring 
the alternative capital gains tax! into 
play the distribution of the gains may 
produce the opposite result, i.e., the 
total tax burden may be reduced if the 
gains are distributable. To illustrate, as- 
sume that a trust has capital gains of 
$200,000 and deductible expenses of 
$20,000. If the gain is not distributable, 
the trust will pay a capital gain tax of 
$50,000 on the $200,000 gain, and the 
benefit of the $20,000 expense deduc- 
tion will be completely lost.11 

On the other hand, if the gain were 
distributable, the amount includible in 
the beneficiary’s gross income would 


March 1960 


presumably be limited to $180,000, and 
even if in the hands of the beneficiary, 
too, the alternative tax were applicabie, 
he would, nevertheless, enjoy the benefit 
of the deductions which would have 
been lost to the trust. And it would 
seem that, if the foregoing circumstances 
were to occur in the final taxable year 
of the trust, the beneficiary would un- 
der the rationale of Revenue Ruling 
59-392 be entitled to an excess deduc- 
tion of $10,000 in accordance with the 
provisions of Section 642(h)(2); for the 
sum of the deductions allowable to the 
trust, consisting of deductible expenses 
of $20,000, a distribution deduction of 
$180,000, and a Section 1202 deduction 
of $10,000, would exceed its gross in- 
come by $10,000. Of course, this addi- 
tional deduction would be of no value 
to the beneficiary if the alternative tax 
were applicable in his case as well and 
he had no ordinary income against 
which the deduction could be applied.1? 

Perhaps, however, situations involving 
the alternative tax problem are rela- 
tively rare, for it would require a fairly 
sizeable gain before this tax would, in 
the absence of any ordinary income, 
become operative. Hence, the more com- 
mon difficulty is the risk of losing a 
portion of the Section 1202 deduction 
merely because the gains are dis- 
tributable. While Revenue Ruling 59- 
392 would appear to resolve the problem 
during the final taxable year of a trust 
or estate, the problem is, of course, not 
confined to situations involving the last 
taxable year of a trust or estate, al- 
though it is presumably more likely that 
a trust or estate will have substantial 
capital gains, large expenses, and little 
or no ordinary income in that year 
than during other periods of its ex- 
istence. 


Effect of local law 


Until fairly recently, however, the 
problem was also likely to prove trou- 
blesome during the period subsequent 
to the occurrence of the event calling 
for the termination of a trust and prior 
to its final taxable year. The Regula- 


§ Gain of $10,000, less deductible expenses of $2,000 
and Section 1202 deduction of $5,000. 

®Gain of $8,000, less Section 1202 deduction of 
$4,000 and Section 642(h) (2) excess deduction of 
$1,000. 

10 IRC Section 1201(b) (1954). 

11 See Weil v. Commissioner, 229 F.2d 593 (6th Cir. 
19 6), affirming -3 TC 424 (1954); accord Rev. 
Pr 1. fR-247, 1946-1 C.B. 383. 

12 See footnote 11, supra. 

18 Reg. Section 1.641(b)-3(c) (1956). 

4 Reg. Section 1.641(b)-3(c) (1959). 

16 TD 6353, January 13, 1959. 

16 See Somers, Note, 10 Journal of Taxation 208 
(1959). 

17 See Commiasioner v. First Trust & Deposit Co., 


tions, as originally adopted under the 
1954 Code,18 provided that, though the 
status of a trust as a separate taxpayer 
would not automatically terminate up- 
on the happening of the event calling 
for its termination, the income and 
capital gains during the period of its 
continued existence, i.e., the period re- 
quired for the winding up of its affairs, 





were generally to be _ regarded as | 
amounts required to be distributed cur- 
rently. Since this, too, is a period during | 
which a trust is not unlikely to have | 
large capital gains, little ordinary in- 
come and large expenses, treatment of 
capital gains as currently distributable 
during the period led in many cases, 
under a literal application of the 
statutory provisions, to a partial loss 
of the benefit of the Section 1202 de- 
duction. An amendment of the perti- 
nent Regulations,14 adopted in 1959,15 
minimized this problem by providing, 
in effect, that whether or not gains} 
realized during the winding up period| 
are currently distributable is to be de- 
termined by reference to local law.16 
And since in most instances local law 
would presumably not require current 
distribution of capital gains realized 
during the winding up period,17 the 
1959 amendment to Regulation Section 
1.641(b)-3(c), coupled with the present 
Ruling, would in the vast majority of} 
cases involving this problem prevent the! 
distortion which might otherwise occur. 
Thus, the problem remains acute only 
in years prior to the termination period. 
However, with respect to a trust it 
would, no doubt, be a relatively rare! 
case in which the problem would arise 
in those years, since as a general rule) 
capital gains of a trust are not dis] 
tributable and expenses are unlikely to 
exceed ordinary income; and an estate 
would, as a matter of local law, hardly 
be required to distribute its capital 
gains prior to its final taxable year. 


~ 





Other tax-favored items 


Problems analogous to that relating to} 
the partial loss of the Section 1202 de; 
duction may arise with respect to other} 


| 
118 F.2d 449 (2d Cir. 1941); ef. Broussard +) 
United States, 1959-2 USTC { 9665 (E.D. Texas 
1959); but cf. Bryant v. Commissioner, 185 F.2d 
517 (4th Cir. 1950). 
18 IRC Section 34 (1954). 
19 4% of the $7,500 dividend includible in the bene] 
ficiary’s gross income under Sections 652 or 66: 
(1954). 
20 Under Section 641 (1954), a trust is taxed likd 
an individual taxpayer, except as otherwise pro’ 
vided. The only modification here pertinent ap 
pears to be the provision of Section 642(a) (3) 
that the trust “‘shall be allowed the credit agains 
tax for dividends received provided by Section 3 
only in respect of so much of such dividends as i 
not properly allocable to any beneficiary unde 
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tax favored income items. Indeed, it 
would seem that whenever distributable 
net income includes an item of gross 
income, which, under the Internal Rev- 
enue Code gives rise to a deduction or 
credit based upon the gross amount of 
the item, a reduction of the item by 
expenses charged against it may lead 
to a partial loss of the deduction or 
credit. For if the item, as passed on 
to the beneficiary pursuant to the dis- 
tributable met income device, is re- 
duced by the deductible expenses, the 
beneficiary’s deduction or credit will be 
reduced correspondingly. Although as 
indicated above, this difficulty is per- 
haps most palpably evident with respect 
to capital gains and the Section 1202 
deduction, it also exists with respect to 
dividends. A simple example will best 
illustrate the problem. Suppose a trust 
has dividend income includible in gross 
income of $10,000, nondividend income 
of $6,000, and deductible expenses of 
$4,000, of which $2,500 are directly at- 
tributable to the dividend income, the 
balance being allocated to the nondivi- 
dend income. It woud be entitled to a 
dividend credit18 of $400, if no dis- 
tribution is made. On the other hand, 
if all of its income were distributed, the 
beneficiary's credit would be reduced to 
$30019 and a dividend credit in the 


, amount of $100 would thus be wasted. 


If the trust in the preceding example 
had had capital gains not included in 
distributable net income, the “lost” 
credit of $100 would presumably be 
available to the trust under Section 
642(a)(3).2° 

But if the trust is terminating, any 
capital gains and dividends which it 
received in its final taxable year would 
be currently distributable, and hence 
there would not be any capital gains tax 
payable by the trust against which the 
“lost” credit could be offset. This situ- 
ation is, of course, analogous to that 
involved in Revenue Ruling 59-392, ex- 
that there the Section 1202 de- 
duction attributable to capital gains ab- 

deductible 
whereas 


cept 
sorbed by expenses 
here the problem 
relates to the Section 34 dividend credit 
with respect to dividends absorbed by 
such expenses. 


was 
involved, 


Sections 652 or 662." Hence, it seems clear that to 
the extent of dividends not so allocable, the divi- 
dend credit remains allowable to the trust. 

* Rev. Rul. 59-100, 1959 I.R.B. No. 13, at 15. Cur- 
iously enough, the Ruling analyzes the problem by 
referenee to Sections 651 and 652, relating to sim- 
ple trusts, although it would seem that a termina- 
tion would necessarily involve a corpus distribu- 
tion so as to be governed by Sections 661 and 662 
instead. From a substantive point of view, how- 
ever, this does not seem significant. 


However, even though the two situa- 
tions may involve a basically similar 
problem, it does, of course, not follow 
that merely because the excess deduc- 
tion in the capital gains situation is, 
as held in Revenue Ruling 59-392, al- 
lowable under Section 642(h)(2) to the 
beneficiaries succeeding to the trust 
property, the excess or “lost” credit 
should likewise be allowable to them 
under Section 642(h)(2); for that Section 
speaks only of excess deductions and 
contains no reference to any excess 
credits. And even if the allowable de- 
ductions exceed the gross income, in- 
cluding dividends, of the trust during 
its last taxable year, no credit would 
be allowable to the beneficiary receiv- 
ing the trust property, not only because 
of the absence of any reference to 
credits in Section 642(h)(2), but, in the 
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*Bequests to bar associations qualify 
for estate tax charitable deduction. De- 
cedent (William Nelson Cromwell) be- 
queathed portions of his estate to the 
New York County Lawyers Association, 
the Association of the Bar of the City 
of New York and the New York State 
Bar Association. The executors claimed 
that the recipient organizations were 
“charitable, scientific, literary or edu- 
cational” within the meaning of Section 
812(d) of the 1939 Code and that the 
estate was entitled to deductions for the 
bequests, but the Commissioner dis- 
allowed the deductions. The Court of 
Appeals agrees with the executors, hold- 
ing that the activities of the bar as- 
sociations were predominantly educa- 
tional and charitable. Regulation of the 
unauthorized practice of the law, disci- 
plining of the profession, and improv- 
ing court procedure and endorsement 
of judicial candidates were said to clear- 
ly constitute public services. Activities 
concerning or affecting legislation were 
designed primarily to improve court 
procedure or to clarify some technical 
matter of substantive law and 
the economic aggrandizement of a par- 


not for 


ticular group. The court also rules (1) 
that fees paid to attorneys representing 
legatees were deductible as administra- 
tion expenses where they had resulted 
from proceedings brought by the estate 
to construe the will, and (2) that the 
amount of the charitable deduction had 
to be reduced by that part of the tax 
which was payable out of the charitable 
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view of the Service, also because the 
beneficiary will not be deemed to have 
received any dividend income, since, 
by hypothesis, there cannot be any dis- 
tributable net income where deductible 
expenses exceed gross income of a 
trust.?1 

But in the crucial area of capital 
gains, Revenue Ruling 59-392, coupled 
with the recent amendment of the Regu- 
lations under Section 641(b)(3), cer- 
tainly will serve to avoid in very large 
measure the distortion which the tech- 
nical operation of the distributable net 
income mechanism might, incidentally 
and unintentionally, otherwise produce 
in termination situations; and apart 
from these situations, it would probably 
require a rather unusual combination of 
circumstances under which this distor- 
tion would appear. w 





gift tax decisions 


bequests even though “an endless chain 
of computation and recomputation (com- 
pressed by the Commissioner into one 
algebraic formula)” was required. Crom- 
well Est. (Dulles, Ex.,) CA-2, 12/14/59. 


Estate doesn’t exclude insurance con. 
tract and subject to pre-1942 
powers not taxable. Decedent's husband 
had purchased a single premium policy 
of which matured in 1929. 
At that time he entered into a supple- 


trust 


insurance 


mentary contract which provided for 
leaving the amount on deposit with the 
company at interest, the interest to be 
paid to him for life and thereafter to 
his wife, the decedent, for her life. 
Under the terms of the supplementary 
contract she was to have the right after 
his death to withdraw the deposit. De- 
cedent’s husband also established a re- 
vocable living trust. The trust agree- 
ment dated October 13, 1942, provided 
that he could revoke the trust during his 
lifetime and after his death his wife was 
to have the right to withdraw the trust 
property. He died on March 6, 1946, 
1947, the decedent re- 
leased her right to withdraw the amount 
on deposit under the supplementary 
contract and the right to withdraw the 
corpus of the trust. 

The court holds that although the 
powers conferred upon the decedent 
under the supplementary contract and 
the trust agreement were general powers 
of appointment exercisable in her own 
favor, the property subject to the powers 


and on June 25, 
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was not includible in her gross estate, 
for the powers were created prior to 
October 21, 1942, and exempt under 
Section 2041(a)(1) of the 1954 Code. 
In addition, the release of the powers 
was a complete release which could not 
be deemed an exercise. Pre-1942 powers 
are exempt from Federal tax unless 
exercised. Hubner, DC Cal., 11/23/59. 


Value of closely held stock not fixed by 
intra-family sales. Two decedents each 
had minority stock interests in a closely 
held corporation. The executors of their 
estates argued that actual sales prices 
were the best evidence of the stock’s fair 
market value, but the Tax Court dis- 
agrees because the parties to each of 
the sales were members of the same 
family. The sales were neither arms- 
length transactions nor under normal 
The Tax Court fixes the 
value of the stock after considering var- 


conditions. 


ious factors, including book value, the 
relatively large proportion of cash and 
other quick assets and the trend of gross 
profits and net income. Miller, TCM 
1959-235. 


Gift of business realty at 87 not in con- 
templation of death. Decedent trans- 
ferred an undivided interest in a piece 
estate to as 
trustee. The income was to be paid to 
the for her life, the 
death was to dis- 
tributed to the son. At the time the deed 
of trust was executed, the decedent was 
87 years and 8 months old and he died 
approximately 9 months later as a result 
of a cerebral accident. 


of business real his son 


son’s wife and 


corpus on her be 


The court determines that the trans- 
fer was not made in contemplation of 
death. In reaching this conclusion the 
court first reviewed the circumstances 
indicating possible death motives: the 
advanced age of the decedent, that he 
had been hospitalized at numerous times 
prior to his death for various ailments, 
that the beneficiaries of the trust were 
the natural objects of his bounty, that 
he executed a codicil at approximately 
the same time, that there was an absence 
of many of the ordinary life motives for 
making a gift. The son and his wife 
were financially secure and they had no 
necessity for increased income; the son 
was a of business acumen and 
there was no motive to give the donees 
business experience; and the decedent 
did not divest himself of the cares of 
management for he retained a substan- 
tial interest in the business real estate 


man 
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which was the subject of the gift. There 
was, however, a dominant life motive, 
decedent’s desire to avoid income taxes. 
Testimony at the trial indicated that the 
decedent was unalterably opposed to the 
entire theory of the income tax, but 
the evidence indicated no desire to avoid 
estate taxes. The court noted that at ap- 
proximately the same time the gift was 
made the decedent purchased an an- 
nuity payable over ten years which 
would bring his net income up to the 
same approximate amount as it was be- 
fore. The evidence also indicated that 
decedent was a man of vigorous habits, 
who continued to manage his affairs and 
conduct an active social life subsequent 
to the time of this gift. Lockwood, DC 
N. Y., 12/8/59. 


Widow advanced funds to estate to pay 
her allowance; doesn’t qualify for mari- 
tal deduction. Decedent bequeathed all 
his personal property to his widow out- 
right and also gave her a life estate in 
his real property. All of the decedent’s 
personal property was sold to satisfy 
his debts. The widow advanced funds to 
herself as executrix out of which she 
paid $3,000 to herself for her “support 
for twelve months from the decedent's 
death” and $2,500 as personal property 
“exempt from administration 
Ohio The Commissioner  dis- 
allowed the marital deduction with re- 
spect to these amounts of $3,000 and 
$2,500 asserting that they were not in- 
cluded in the gross estate and did not 
pass from the decedent to his surviving 
spouse. The court agrees. On these facts, 
all that passed to the widow from the 
estate was a life interest in the realty, 
enhanced in value, perhaps, because 
she had not required sale of the real 
property to pay her allowance. Denman, 
33 TC No. 44. 


under 
law.” 


Gain from sale of intestate’s land at 
suit of administrator and heirs al- 
locable to each. Gains derived from the 
sale of an intestate decedent’s real prop- 
erty, at the suit of the heirs to effect a 
partition, and at the suit of the ad- 
ministrator to obtain funds for paying 
the debts of the estate, are, the IRS 
rules, required to be included in the 
gross income of the estate and the heirs 
in proportion to the proceeds payable 
to each. Under North Carolina law 
title to real property of an intestate 
passes directly to the heirs; consequent- 
ily the gain on their interests when sold 
is taxable to them. However when per- 


sonal property is insufficient to meet 
the debts and administration costs of the 
estate and real property is sold for that 
purpose. the gain on that sale is tax- 
able to the estate. Rev. Rul. 59-375. 


Principal commissions, allocable under 
State law to income, are deductible by 
income beneficiary. Taxpayer’ was the 
income beneficiary, the remainderman 
and one of the trustees of a trust created 
in Missouri. All the trustees agreed that 
the trustees’ fees would be based in 
part upon a percentage of the value of 
a part of the corpus of the trust at the 
time of distribution. Under the 1939 
Code, here applicable, a beneficiary was 
taxed on _ trust distributable | 
under State law. Accordingly, if a trust 
deduction were chargeable to corpus 
under State law, the beneficiary would 
be required to pay a tax on the trust in- 
come without the benefit of the deduc- 
tion. The Tax Court finds that, under 
Missouri law, the trustees’ fees were | 
properly paid out of income even 
though computed on principal. Accord- 
ingly, the fees may be deducted from 
the distributable income of the trust 
which is taxable to taxpayer. [The 1954 
Code contains specific provisions in- | 
tended to prevent the “waste” of corpus 
deductions.—Ed.] Rand, 33 TC No. 61. 
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Distribution to will claimant recognized 
as deduction. One Randall filed a claim 
against decedent’s estate for the delivery 
of 269 shares of bank stock and the 
residence of the decedent based upon 
an oral agreement with the decedent | 
that if he would lease his home and } 
business and devote his time and at- 
tention to the personal and _ financial 
affairs of the decedent during the re- 
mainder of her lifetime she would will 
him the bank stock and her residence. 
The District Court for Utah County 
held that Randall was entitled to the 
stock and the residence, and the decree | 
of that court was upheld by the Supreme 
Court of the State of Utah. 

In this suit for refund 


of estate 

taxes it is held that the value of the | 
269 shares of bank stock and the resi: | 
dence was deductible from the value 

of decedent’s gross estate. Randall's | 
claim was that of a creditor of the estate. 

Distribution of the stock and the resi- | 
dence constituted a payment to him for | 
services rendered and were received by 
Randall as earned income. 
Estate, (Tracy-Collins Tr. 

DC Utah, 11/5/59. 
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A tax executive reports on how the new 


T & E rules will affect corporations 


TIR 198 and Revenue Rulings 59-396 and 59-410 are causing a new cycle of 


anxiety in expense account circles. Tax men are doing a good deal of talking 


among themselves to figure out just how their companies and clients will be 


affected. TIR 198 directly affects employers but indirectly it is the executive em- 


ployee who will have the headaches; it is not a “crack-down,” it is simply a re- 


porting device which will help the IRS identify questionable cases more readily. 


It is probably not going to be too burdensome to large corporations but for small 


corporations, for borderline situations, it is going to make tougher the life of the 


expense account spender. This article is the essence of a memorandum presented 


to the management of a large corporation by its Tax Department. 


¥* HAVE SEEN many comments in the 
papers recently in connection with 
the so-called new expense account re- 
quirements. Some of them have been 
but some have mere edi- 
bring you 
as it now 
stands and present for your considera- 
that now 


correct been 
torial fancy. I would like to 


up to date on the situation 


tion some of the problems 
face the employer-taxpayer. 

Let me say at the start, however, that 
our present procedures will require some 
changes but no basic ones. 

Che three proposals of the Commis- 
sioner were predicated on the premise 
that “there is a growing trend for corpo- 
rations to assume the cost of personal 
officers, employees and 
others, and to deduct such costs on their 
tax returns as ordinary and necessary 
business expenses.” Congress has been 
fire from constituents at home 
protesting expense account abuses and 


expenses of 


under 


Congress in turn has been putting pres- 
sure on the Internal Revenue Service to 
provide a stepped-up enforcement pro- 
gram to eliminate such abuses. TIR 198, 
as it is called, is Internal Revenue Serv- 
ice’s answer to these demands. The three 
proposals contained in TIR 198 are: 

1. As part of our Federal income tax 
it will be to file a 
schedule showing the salaries and ex- 
pense account allowances or reimburse- 
ments for the 25 highest paid officers 


return necessary 


of the company. The 25 highest paid 
will be determined by adding together 
the salaries and expense account allow- 
ances. On this schedule it is not neces- 
sary to show any employees who are not 
officers. Thus it may be possible that 
some employees will have higher earn- 
ings and expense account allowances 
than the officers actually reported. The 
proposed definition of expense account 
allowances is very broad. It is held to 


~ mean: 


a. amounts other than compensation 
received as advances or reimbursements 
and, 

b. amounts paid by or for the corpo- 
ration for expenses incurred by or on 
behalf of an officer or employee, includ- 
ing all amounts charged through any 
type of credit card. 

2. A new schedule is being added as 
part of the corporation income tax re- 
turn. This will require specific “yes” 
answers as to whether the 
corporation has claimed a deduction 
for expenses connected with: 
hunting lodge, ranch, fishing 
camp, resort property or other similar 
facilities. 

b. the renting, leasing or ownership 
of a hotel room or suite, apartment or 
other dwelling which was used by cus- 
tomers or officers or employees includ- 
ing members of their families. 

c. the attendance of family members 


and “no” 


a.a 


141 


of officers or employees at conventions 
or business meetings. 

d. vacation for officers or employees 
or members of their families other than 
vacation pay reported on Form W-2. 

e. the use of a yacht or boat for the 
entertainment of customers, for the per- 
sonal use of officers, employees or their 
families. 

3. The third proposal is to initiate a 
program whereby, during the course of 
the examination of a return of a tax- 
payer who pays for travel, entertain- 
ment and other business expenses of his 
employees, the examining agent will 
ascertain the taxpayer uses 
acceptable business practices in requir- 
ing an accounting of business expenses 
incurred by his employees. Where the 
taxpayer's method is found to be inade- 
quate, the examining agent will make a 
list of the employees who received the 
expense allowances or reimbursements 
and the amounts thereof and the re- 
turns of those employees will be ex- 
amined unless the employee has in- 
cluded the expense account allowances 
in income on his return. (This poses a 
contradiction of sorts since obviously 
one cannot determine whether such ex- 
pense account allowances have been in- 
cluded unless the return is examined.) 


whether 


The reporting requirement 


Now let’s look at the first proposal, 
namely the need for reporting the 25 
highest paid officers and their expense 
reimbursements on the corporation tax 
return. We do not believe that this will 
pose any particular problem since all 
the record are readily available. As a 
practical the information is 
nothing more than any Revenue Agent 
might ask for anyway during the exam- 
ination of a corporation’s return. How- 
ever, 


matter 


some companies keep expense 
records by departments, rather than by 
individual. They will have the problem 
of making a further analysis. Where the 
reimbursement is large in relation to 
salary, the Agent will certainly ask pene- 
trating questions. Moreover, I believe 
that we are coming to the day when it 
and more difficult 
for an officer to claim business expenses 


will become more 
on his personal return in excess of the 
amounts reimbursed by the corpora- 
tion. 


Problem of group entertaining 


There is one problem in this area 
that will cause many tax men much 
concern. In a series of questions and 
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answers relative to TIR 198, the IRS 
stated that where an expense outlay 
covers several officers, partners or em- 
ployees, it should be charged in full 
against the one who signed for or in- 
curred it. It shouldn’t be allocated 
among the several individuals involved. 
It is hard to believe that this recom- 
mendation of the IRS can be enforced. 
It attempts to dictate to corporate tax- 
and others how their books 
be kept. Undoubtedly many 
companies allocate such expenses to the 
individuals involved for cost accounting 
purposes, budgeting and other reasons. 


payers 
should 


The specific questions 


Now let us proceed to the second -pro- 
posal, the answering of specific questions 
on the tax return. You can see that those 
companies which have been maintain- 
ing hunting lodges, fishing camps, leased 
hotel suites, yachts and the like may well 
have substantial problems in this area. 
The questions that a Revenue Agent 
might ask are unlimited. Even when the 
deductibility to the corporation is estab- 
lished there is still the problem of how 
much. of the deduction, if any, repre- 
sents taxable income to the individual. 
Of all the questions asked, however, I 
believe that most corporations will be 
concerned with two: (1) the reimburse- 
ment of certaian executives for country 
club and athletic club dues and, (2) 
imbursement of executives for wives’ ex- 


re- 


penses on business trips and/or attend- 
ing conventions. Bear in mind that in 
most cases there is no problem in so far 
as the corporation is concerned. It would 
be very difficult for the Service to attack 
the deduction 
claimed for the employees salaries and 


the reasonableness of 
expenses of publicly held corporations. 
Closely held corporations do have a 
problem in this area. Basically, however, 
the problem is a personal one. Once a 
corporation indicates on its tax return 
that it has reimbursed certain employees 
(and this does not refer only to the 25 
highest paid officers) for country club 
and athletic club dues or for expenses 
of wives at conventions, it may follow 
that such employees have received addi- 
tional income to the extent that a por- 
tion of the reimbursed expenses covered 
personal expenses of themselves or their 


wives. 


Wife's expenses 


There has been a great deal of talk 
as to 
imbursed for his wife’s expenses and not 


when an executive can be re- 
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have it considered additional income. 
The answer is—only under very unusual 
circumstances. The Treasury’s position, 
supported by many court decisions, is 
that, if you can show that the wife’s 
presence was necessary to the conduct 
of the taxpayer’s business, her expenses 
would be allowed. The Treasury also 
holds that the wife’s performance of 
some incidental service for the taxpayer 
will not establish that her presence on 
the business trip was necessary. Of all 
the cases that have been taken to court 
on this particular point in recent years, 
the taxpayer has been successful in only 
one and this was a decision rendered in 
a district court in Alabama. In this case 
it was not a business convention but 
rather a company meeting of an insur- 
ance company and the employee was re- 
quired to take his wife. The official 
program listed business sessions for the 
wives as well as for the husbands and 
at these sessions the wives were told how 
the insurance company planned direct- 
ing mailings to them and how they ex- 
pected the wives to be a part of the com- 
pany team. 

Now, of course, you can develop all 
variations of this but the fact remains 
that this decision was handed down in 
a district court in Alabama and the 
Internal Revenue Service has not yet 
decided whether they will acquiesce in 
the decision or whether they will appeal 
it. The facts, however, are rather un- 
usual and certainly would not be con- 
sidered to be controlling in other cir- 
cumstances. The fact that a wife ac- 
companies a husband to a convention to 
entertain the wives of others has been 
held to be not a necessary requirement 
to relieve the executive of additional in- 
come. 

In one very recent decision it was 
held that the only way the taxpayer 
could prove that the reimbursement of 
the wife’s expenses was not additional 
income would be to establish the fact 
that, in the absence of the wife, such 
executive would have actually had to 
hire a secretary or some other individual 
to handle arrangements and perform 
other details usually entrusted to the 
wife. 


Clerical problem 


To get back to the specific problem, 
suppose that the Revenue Agent on 
examination of the corporation’s return 
should ask for a complete list of all em- 
ployees who were reimbursed for wives 
expenses on business trips. Many corpo- 


rations would have a considerable task 
to develop this information, especially 
if the expense records might be main- 
tained at various locations throughout 
the country. In fact, it is even conceiv- 
able that in the really large corporations 
there may be some expense reimburse- 
ment practices prevalent in different 
parts of the country which the preparer 
of the tax return might not even be 
familiar with. Many corporations will 
undoubtedly let the matter develop on 
audit. There are others, however, that 
will probably face this issue head-on and 
arrange to have that portion of a trip 
which represents the wives’ expenses 
charged to a separate sub-account of 
travel expense accounts on their gen- 
eral ledger so that such reimbursements 
can be readily identified. Some corpo- 
rations, I understand, plan to report 
such reimbursements of wives’ expenses 
on Form 1099, furnishing the employee 
with a copy so that he will be informed 
of his personal tax liability in the 
matter. Bear in mind that even if the 
individual pays tax on that portion of 
his expenses that apply to his wife, it is 
a comparatively minor cost. 

Take the example of the husband 
and wife who attended a convention in 
Florida. Say that this involves a five-day 
trip with a total cost of $650. Of this 
amount, however, you allocate to the 
wife only that portion of the travel and 
hotel expenses as exceed the amount 
that the husband would have paid sepa- 
rately. Thus, if the husband’s plane fare 
is $200, the wife’s on the family plan is 
$100. The hotel rate might be $30 a day 
for a single and $40 for a double; thus 
only $10 is applicable to the wife. In 
any event we break down this $650 tab 
and show that $450 is charged to the 
salesman and $200 is applicable to the 
wife.Thus, if the husband is in the 
30% tax bracket, he would declare $200 
as personal income and pay $60 tax for 
his wife’s trip to Miami. $60 for five days 
in Miami still comes pretty reasonable. 


Special problem with club dues 


The matter of club dues poses a dif- 
ferent problem. Club dues will almost 
always result in some additional income 
to the individual executive. However, I 
do not see how any corporation can 
make on allocation at the time the dues 
are paid. The least that should be done 
is maintain a record of the names of all 
guests entertained at the club and the 
dates that the entertainment took place. 
The record should also show the dates 














that t 
for ot 
will f 
expen 
sonal 


Accou 


Thi 
ploye 
our < 
proce 
repor 
ternal 
ago a 
We vw 
dure. 
the I 
laid ¢ 
stitute 
ploye: 

Th 
aroun 
where 
pense 
was 
when 
currec 
viousl 
quirer 
There 
not b 
taken 
gest t 
compl] 
there 
tax to 
any si 
pense: 
comp¢ 


Fiscal 


One 
exami 
the re 
tives 1 
in mz 
being 
part 
being 
ecutiv 
that v 
past, 
each ¢ 
will h 
inforn 
tion o 


Comm 
Abo 


was Ff 


Servic 
59-396 
ployee 





and 
1 in 
day 
this 
the 
and 
unt 
epa 
fare 
n is 
day 
thus 
In 
tab 
the 
the 
the 
5200 
. for 
days 


ble. 


dif 
most 
om<¢ 
er, I 
can 
dues 
done 
f all 
| the 
lace. 
dates 


that the club was used by the taxpayer 
for other than business purposes. This 
will facilitate the allocation of the club 
expenses as between business and per- 
sonal use. 


Accounting procedures 


The third proposal deals with the em- 
ployer’s accounting procedures. We in 
our Own company have a very fine 
procedure set up for approving expense 
It was reviewed with the In- 
ternal Revenue Service about two years 
ago and we were complimented on it. 
We want to continue this same proce- 
might point out, however, that 
Internal Revenue Service has now 
laid down some rules as to what con- 
stitutes a proper accounting to the em- 
ployer. 


reports. 


dure. 


the 


The proper accounting revolves 
around six words—why, who, when, 
where, how much. Technically, an ex- 


pense report must show why an expense 
incurred, entertained, 
when and where the expense was in- 
curred and how much it was. Now, ob- 
viously there are times when these re- 
quirements cannot and need not be met. 
There are many times when it might 
not be practical to indicate who was 
taken to lunch or dinner. I would sug- 
gest that expense reports be made as 


was who 


was 


complete as possible. Again, not because 
there is any danger of any additional 
tax to the company but rather to avoid 
any substantial part of reimbursed ex- 
penses from being held to be additional 
compensation to the executive. 


Fiscal year problems 


One thing that will complicate the 
examination of a corporate return and 
the returns of the corporation’s execu- 
tives will be the different years involved 
cases, the 
calendar year 


executives’ returns 
for the most 
returns 
on a fiscal year basis. If each ex- 
ecutive will follow the recommendation 
that have made many times in the 
past, namely, 


in many 


beir 


g ona 


part and many corporations’ 


being 


we 
to keep an exact copy of 
each expense report, then the executive 
will have readily available the necessary 
information to expedite the examina- 
tion of his return. 


Commissions v. expenses 


\bout the same time that TIR 198 
was published, the Internal Revenue 
Service also published Revenue Ruling 


59-396, This held that where an em- 
ployee was on a commission basis and 


Tax planning & 


the employer accepted expense accounts 
from such employee so as to segregate 
such commissions as between expenses 
and wages subject to withholding, such 
expense accounts would not qualify as 
representing proper accounting to the 
employer since the employer had no ad- 
verse interest in the matter. This is the 
case of a salesman who earns say $8,000 
in commissions. During the course of the 
year he submits expense accounts total- 
ing $3,000 so that only $5,000 is reflected 
on his withholding statement as sub- 
ject to tax. The Internal Revenue Serv- 
ice now holds that the expense accounts 
submitted for $3,000 do not represent 
proper accounting since the employer 
would do nothing to make a serious 
examination of such expense accounts 
before approving them since he is com- 
mitted to pay the $8,000 regardless as to 
how it is segregated as between wages 
and expenses. 

This is quite a departure from pre- 
vious thinking. Some 12 or 15 years ago 
we visited Washington for the specific 
purpose of inquiring as to what was a 
proper expense account under such cir- 
cumstances. At that time we were told 
that merely having the salesmen enter 
an amount on a slip of paper each 
month would satisfy. We told the IRS at 
the time that such a loose system was 
costing them many millions of dollars in 
revenue. Now they have made a 
plete about-face. 

Rev. Rul. 59-410 will affect the record 
keeping in corporations where credit 
cards are a substantial factor. 
we 


com- 


Again 
not concerned with 
In essence, the 
ruling states that the use of credit cards 
to charge travel and other expenses to 
the employer does not of itself 
stitute a required accounting to an em- 
ployer for purposes of Section 1.162- 
17(b) of the regulations. I know that 
some companies have already changed 
their accounting procedures where credit 
cards are used. They now require that 
card-holder make payment him- 
and then 


fortunately are 


this problem. however, 


con- 


each 
self include such payments 
on his itemized expense report. 

There is no question but that these 
new proposals are intended to ferret out 
expense account chiseling where it exists 
to a great degree in the small closely- 
held corporations. On the other hand, 
large corporations having yachts and 
hunting lodges will also be affected. We 
are following the developments very 
closely and will keep you advised from 
time to time. * 
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New Regulations specific and 


liberal on casualty, other losses 


by DANIEL S. KNIGHT 


Taxpayers claiming Section 165 losses must now take account of a new set of 


Regulations, issued more than three years after the first proposal. Now the new 


rules on casualty, obsolescence, theft, and other losses, show the IRS’ shift to more 


specific and detailed rule making. Mr. Knight here compares the new Regulations 


with the previous ones, and points out gaps still not covered. A second article will 


deal with the effect of the new Regulations on losses arising from demolition of 


buildings. This will be published next month. 


ta IMPORTANCE TO TAXPAYERS Of the 
Commissioner’s new Regulations on 
losses lies mainly in the changes of posi- 
tion by the Service and in its efforts to 
formalize guides for the application of 
prevailing rules and policies. They re- 
flect the general trend in taxation to 
specificity in statutory and regulatory 
provisions. 

Of considerable immediate importance 
are the new Sections 1.165-1(d)(4) and 
1.165-7(e) which permit the taxpayer to 
apply certain of the new rules to past 
years—if his claim is otherwise within 
the statutory period. 


Extraordinary delay 

Although in writing Section 165 of 
the 1954 Code, Congress did not, in the 
main, intend to work any substantive 
change in the rules allowing the deduc- 
tion of losses, it was not until July, 
1956 that the Commissioner first issued 
proposed Regulations under that Sec- 
tion (21 Federal Regulation 4925). In 
large measure those first proposals re- 
peated pertinent provisions of Regula- 
tion 118.2 Now, however, after having 
the matter for over three 
additional years, the Commissioner has 
withdrawn his first effort and has issued 
new loss Regulations differing substan- 
tially in form and content from the first 
(24 Federal Regulation 8177). Taxpayer 
comments on the second set of Proposed 


considered 


Regulations were received at a hearing 
on December 4, 1959. Now, a little more 
than a month later the final loss Regu- 
lations appear containing further 
changes (25 Federal Register 361). This 
time the significant changes are revi- 
sions of Section 1.165-7(b)(1), discussed 
below and Section 1.165-3(b), discussed 
in the second part of this article, next 
month. 


Insurance and salvage 


Though the structure is altered, the 
new Regulations continue the general 
explanation found in the old proposed 
Regulations. Thus, the final Regulations 
describe as allowable a bona fide loss 
which is is evidenced by a closed and 
completed transaction(s), fixed by an 
identifiable event(s) and actually sus- 
tained in the taxable year, to the extent 
that it is not “made good” by insurance 
or some other form of compensation, is 
not prohibited or limited by any sec- 
tion of the Code, and does not exceed 
the basis of the property involved as 
properly adjusted under 
Section 1.1011-1. 

Final Regulation Section 1.165-1(c)(4) 
continues the provision that “in deter- 
mining the amount of loss actually sus- 
tained . . . proper adjustment shall be 
made for any salvage value and for any 
insurance or other compensation re- 
ceived.” Of course, proper adjustment 


Regulation 


for salvage is automatic in determining 
the market value loss; insurance, on the 
other hand, reduces pro tanto the 
amount of the loss otherwise allowable. 
Illustrative of this is a recent case 
where the taxpayer’s casualty loss to a 
yacht, valued immediately before the 
casualty at $125,000, was in excess of ad- 
justed basis of $92,000 and insurance re- 
ceived amounted to $90,000. The value 
of the yacht after the fire was $5,000 for 
resale or $20,000 for repair. Using either 
measure, the loss of value exceeded the 
basis of $92,000. Taxpayer claimed a 
loss of $2,000, the basis less the insur- 
ance proceeds. The Government, despite 
the contrary rules of computation set 
out in Your Federal Income Tax, offset 
against the $2,000 loss the $5,000 salvage 
value as “other compensation.” A sur- 
prised court correctly held for the tax- 


payer. 
Year of deduction 


One of the more significant aspects of 
the new Regulations is an entirely new 
paragraph dealing with the year of 
deduction. In large measure Section 
1.165-1(d) represents a retreat by the 
Service, from positions not accepted by 
the courts, particularly in the casualty 





— 


loss area and in cases where reimburse- | 


ment is a factor. 

Thus, final Regulation Section 1.165- 
1(d)(1) states that Section 165(a) allows 
a loss deduction only for the year in 
which the loss is sustained. And “for this 
purpose, a loss shall be treated as sus- 
tained during the taxable year in which 
the loss occurs as evidenced by closed 
and completed transactions and as fixed 
by identifiable events occurring in such 
taxable year.” It would seem that the 
quoted language could be read alterna- 
tively as: “A loss is sustained in the 
taxable year in which it occurs if it is 
evidenced by transactions closed and 
completed, and is fixed by identifiable 
events, occurring in such year; other- 


$n 


wise, the loss occurs, and therefore is | 


sustained for deduction purposes, in a 


e . 2 | 
later year in which these requirements 


are met.” The concept that losses gen- 
erally might in a sense in some cases be 
open beyond the close of the taxable 


year of the casualty or other event oc- | 


casioning the loss, subject to being 


closed in a later year, would be consistent 
with the treatment of reimbursement, 
discussed below. Formerly, at least in 
the casualty area, the Service position 
was that the deduction was limited to 
the year in which the casualty occurred.‘ 
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This was the position taken in the 
pamphlet prepared for the information 
of taxpayers, issued as IRS Publication 
(Rev. 2-59), “Casualties, Thefts, 
Condemnations.” This restriction plain- 
ly ignored the fact that it is the loss re- 
sulting from the casualty that is deduct- 
ible, not the casualty, and “that the two 
are not necessarily inseparable in time.’5 
In this pamphlet, if the amount of the 
loss was not determinable by the return 
due date, then, absent an extension of 
time, the taxpayer was admonished to 
disclose the facts and then file a claim, 
the amount determined, 
within the statutory period. The new 
general rule is at least a liberalization. 

Query, however, how far the Service 
intends to go in holding open the loss, 
for example, on facts such as were pre- 
sented in the following cases: (1) Jack- 
son® where damage caused by the thaw- 
ing in January of a December snow was 
held deductible in the later year; (2) 
Burkett? where a loss was deductible in 
the year foundation posts of a summer 
home shifted, necessitating replacement, 
because of a loosening of supporting 
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when was 


sand by a hurricane two years earlier; 
(3) Barrett8 where it was held that the 
loss resulting from freezes in 1943 and 
1944 was deductible in 1946 when the 
extent of the damage was determin- 
able.® In this connection generally, note 
that the Service has agreed to follow 
Buist!© where a casualty loss was allowed 
as a deduction in 1954 for termite dam- 
age which occurred sometime between 
September, 1953 and June, 1954.11 


Reimbursement 

The greater part of final paragraph 
(d), however, is devoted to the treatment 
of losses (“casualty or other event’) 
where there is present some element of 
reimbursement. In such a case the loss 
is split between the portion “with re- 
reasonable 
prospect of recovery” and that portion 
with respect to which there is not such 


spect to which there is a 


a prospect.12 Thus, treated separately, 


S. Rep. No. 1622, 83rd Cong. 2d Sess. 198 (1954). 
The exceptions relate to certain aspects of theft 
losses and worthless securities. 

E.g. Treas. Reg. 118, Section 39.23(e)-(i), (k)-4 
(1953). Notable exceptions, however, were first 
prop. Reg. Section 1.165-3(c) (1956) (dealing with 
casualty losses) and Section 1.165-7(c) (4) (1956) 
(dealing with worthless securities). These are dis- 
cussed below. 

Sears (59-1 CCH USTC { 9302 ND Ohio 1959). 
First prop. Reg. Section 1.165-3(c) (2) (i) (1956) 
made this expressly clear; Reg. Section 1.165-7 (b) 
(1) (i) (1960) does so implicitly. 

I'S Pik. No. 1:55, pp. 3-4, 6 CCH 1959 Stan. 
Fed. Tax Rep. { 6361. 

5 A. J. McDowell, Casualty Losses, NYU 17th Inst. 
on Fed. Tax. 627, 646, n. 80 (1959). 
14 CCH TCM 1175 (1955). 
710 CCH TCM 948 (1951). 
5202 F.2d 804, CA-5, 1953. 
®*In Hickman (12 CCH TCM 34, aff’d per curiam 


the latter portion is a “closed trans- 
action” or is “fixed by an identifiable 
event” and, not being covered by even a 
reasonable prospect of recovery, “‘is sus- 
tained during the taxable year in which 
the casualty or other event occurs.” 
The underscored language of final 
Regulation Section 1.165-1(d)(2)(ii) con- 
flicts, as does the first sentence of final 
Regulation Section 1.165-1(d)(2)(i), with 
the statement of the rule in Regulation 
Section 1.165-1(d)(1) where, as was noted 
in the comments above, the language 
brings in the concept of a loss held 
open beyond the year of the casualty 
or other event occasioning the loss.13 
The other portion, as to which there is 
a reasonable prospect of recovery, re- 
mains open and is not sustained for loss 
deduction purposes “until it can be de- 
termined with reasonable certainty 
whether or not such reimbursement will 
be received.”14 (Emphasis supplied) 
Compare this provision with Regulation 
Section 1.213-1(g) which provides that 
medical expenses must be deducted in 
the year paid; the generally-certain in- 
surance recovery must be included in in- 
come in the year of receipt. 

In practice application of the split-up 
rule will probably be limited to obvious 
fact situations such as the example in 
final Regulations 1.165-1.165-1(d)(2)(ii). 
There appears to be no statutory or 
analytical objection to this rule. In the 
example, property with an adjusted basis 
of $10,000 is destroyed by fire in 1961 
and there is insurance for 
$8,000 which is settled, i.e., paid in 
1962. It is stated that $2,000 is deductible 
in 1961, although the example fails to 
give the fair market value, necessarily 
not less than $10,000, prior to the fire.15 

A loss may be thought of as entire; 
however, 


an claim 


the deduction is allowed for 


only part—that part not compensated 
for by insurance or otherwise. Prior 
Service practice, again as set forth in 
Pub. No. 155, pp. 2-3, provided for such 
a split-up. Thus, the loss suffered was 
required to be reduced by the “esti- 


207 F.2d 460, CA-4, 1953), the Tax Court, denying 
a deduction for 1944 of hurricane damage not as- 
certained as to amount until 1945, apparently felt 
that taxpayer had not tried hard enough to ascer- 
tain the amount prior to filing his 1944 return. 
10 164 F. Supp. 218, EDSC 1958. 

1! Rev. Rul. 59-277, 1959 IRB 35, at 8. Of course, 
the Ruling is probably intended as a concession on 
the “‘suddenness”’ question only. 

12 Reg. Section 1.165-1(d) (2) (i) (1960). 

'8The writer called this to the attention of the 
Service at the hearings on the new proposed Reg- 
ulations on December 4, 1959. It was stated that 
the apparent conflict with second proposed Reg. 
Section 1.165-1(d)(1) (1959) will be “consid- 
ered.”’ Note also a conflict with Section 1.165-1(d) 
(4) (“If the casualty ... occurs on or before such 
date, a taxpayer may treat any loss resulting 
therefrom” under the new or old rules.) 

14 Regulation Section 1.165-1(d)(2)(i) (1960). 
An attempt by the Commissioner to establish this 
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[Mr. Knight is member of the Virginia 
and Pennsylvania Bars, and is an asso- 
ciate of the Philadelphia law firm of 
Morgan, Lewis & Bockius.] 





mated amount of recoverable insurance 


or other recoverable compensation.” 
There is a change to “reasonable pros- 
pect” from “estimated amount recover- 
able”; but the important shift is the 
dropping of the Service’s former posi- 
tion that if the estimate turned out to 
be “substantially” incorrect, an amended 


return for the year of loss was required; 


if an overpayment resulted, a claim 
could be filed within the statutory 
period. 


The new rule on the open portion of 
the 


sions such 


loss is consistent with court deci- 
the tax- 
payer's claim for compensation was liti- 
gated and disposed of, by recovery in 


as Callan1® where 


part, eight years after the damage was 
sustained. It was held that the jury was 
justified in finding that his loss was not 
sustained until that time. 


Prospect of recovery 


The new proposed rules do not shed 
much light on what constitutes “reason- 
able prospect” or “reasonable certainty.” 
Thus, final Regulation 
1.165-1(d)(2)(i) that 
prospect . . . is a question of fact to be 
all the 
stances.”” Some help will be afforded by 


new Section 


states “reasonable 


answered by facts and circum- 


prior case law; for example, the court 
in Scofield (footnote 16, supra) used the 
phrase “reasonable prospect of recov- 
ery” in permitting a deduction for theft 
losses many years after discovery.17 In 
most cases of this kind, except where 


the to-be-defendant has limited or no 


assets and no insurance, the question 
will be, it would seem, almost entirely a 
question of law. (Again see Scofield, foot- 
note 16, supra). Thus, even an outright 
denial of liability by a defendant or his 
insurance company might well not de- 
termine the question of reasonable pros- 
That The 


“split-up” rule by case law was unsuccessful in 
Harwick (8 CCH TCM 895, aff'd 184 F.2d 835, 
CA-5, 1950. 

15 In less obvious situations, despite the effort at 
comprehensiveness in the new proposed Regula- 
tions, present practice as indicated in McDowell, 
supra n. 5, at p. 649 will probably continue, i.e., 
“The only safe approach would seem to be to claim 
the deduction in the earliest possible year regard- 
less of the attitude of the insurer or other party 
against whom there is a claim for indemnity.” 

16 235 F.2d 190, CA-9, 1956 aff’g per curiam, 116 
F. Supp. 191 SD Cal. 1953; accord Scofield (266 
F.2d 154 CA-6, 1959); Rev. Rul. 59-388, 1959 IRB 
50, at 11 (Scofield will be followed). 

17 Where there was only a slight prospect of recov- 
ery of non-insurance compensation, it was held in 
Anderson (CCH TCM 1959-123) that the loss was 
deductible in the year it occurred and not in the 
year it was entirely clear that there would be no 
recovery. Compare Brown (23 TC 156, 1954). 


pect of recovery. Service 
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recognizes this possibility may be indi- 
cated by the amendment in final Regu- 
lations of the example under Regulation 
Section 1.165-8(f) dealing with theft 
losses. 

Guides for “reasonable certainty” are 
exemplified by settlement, adjudication 
or abandonment of the claim. Settle- 
ment and adjudication, either against 
the taxpayer or for him in a lesser 
amount than his claim, are indeed rea- 
sonably certain, putting aside questions 
of appeal of an adjudication. Abandon- 
ment is a fair illustration; note, however, 
that final Regulation Section 1.165-1(d)- 
(2)(i) goes on to say that abandonment 
must be proved by “objective evidence” 
such as “the execution of a release.” That 
a claimant should execute a release when 
he decides not to pursue his claim will 
come aS a surprise to most non-tax 
lawyers and their clients.18 (The drafts- 
man may have been thinking of mutual 
releases in the case of a cross or counter- 
claim; but this should be regarded as a 
settlement.) 

Another example in final Regulation 
Section 1.165-1(d)(2)(ii) deals with the 
results, without helping to define the 
above terms, where there is a reasonable 
prospect of full recovery of negligently 
caused total destruction of an automo- 
bile in 1961, a judgment is recovered 
for only part of the claim in 1962, and 
in 1963 there is a reasonable certainty 
that only part of the judgment will be 
collected. Nothing is deductible in 1961. 
Since the car had an adjusted basis of 
$5,000 (necessarily, fair market value 
prior to loss was not less than $5,000 
although the example in the Regulations 
fails to so state) and the judgment was 
for $4,000, in 1962 $1,000 may be de- 
ducted as a loss. In 1963, an additional 
$500 is deductible because of the rea- 
sonable certainty formed in that year 
that only $3,500 will be collected on the 
judgment. Presumably, the 1963 loss is 
a casualty loss even though a judgment 
(a debt) has been obtained and become 
partially worthless. Looking through the 
judgment seems eminently preferable, if 
not analytically justifiable, for purposes 
of working out the problem presented 
by these facts. In a recent case1® an 
wncollectible judgment recovered by the 
taxpayer-seller against the defaulting 
purchaser for the difference between 
the contract price and the sales price to 
a third party at less than adjusted basis 
was held to be a non-deductible capital 
loss rather than a non-business bad debt. 


the change from the 
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stated rule in Pub. No. 155, the new 
final Regulation Section 1.165-1(d)(2) 
(iii) provides that if reimbursement is 
subsequently received with respect to an 
amount previously deducted as a loss, 
the taxpayer “does not recompute the 
tax for the taxable year in which the 
deduction was taken but includes the 
amount of such reimbursement in his 
gross income for the taxable year in 
which received, subject to the provi- 
sions of Section 111, relating to recovery 
of amounts previously deducted.” Al- 
though Section 111 refers specificially to 
bad debts, taxes and delinquency 
amounts only, the Regulations have 
long provided that the section applies 
to “all other losses . . . made the basis 
of deductions from gross income for 
prior years.’’20 


Possibility of refund 

In view of the extensive changes made 
by the new Regulations. Section 1.165- 
1(d)(4) merits special attention by tax- 
payers’ advisors. It is provided that the 
year of deduction rules discussed above 
are applicable to a casualty or other 
event which may result in a loss and 
which (the casualty or event—not the 
loss) occurs after adoption of paragraph 
(d). This includes theft losses, (January 
16, 1960). Regulation Section 1.165-1(d) 
(3), discussed below. If the casualty or 
other event occurs on or before that 
date, the taxpayer may treat his loss 
under the new rules or in accordance 
the rules applicable when the 
casualty or other event occurs. (A similar 
choice is allowed with respect to the 
amount deductible as a casualty loss, 
discussed below. See final Regulation 
1.165-7(e).) Of course, there are the 
caveats that the same loss “or any part 
thereof” may not be deducted in more 
than one taxable year and that the 
period for filing claims is not extended 
by the provisions of the paragraph. 


with 


Business losses 


The language of final Regulation Sec- 
tion 1.165-1(e) continues in abbreviated 
form the provisions of old proposed 
Regulation Section 1.165-3(a)(1) dealing 
in general with the limitations on loss 


of individuals to those incurred in a 


18 These observations were made at the hearing on 
these regulations and were greeted with the com- 
ment that it will not be the first time taxpayers 
have executed a document just for tax purposes. 
19 Kyle (242 F.2d 825, CA-4, 1957). 

20 Treas. Reg. Section 1.111-1(a), adopted by TD 
6220, December 28, 1956. 

21 See Rewrite Bulletin, 6 CCH 1960 Stand. Fed. 
Tax Rep. { 8785 (January 6, 1960), discussing 
the apparent change in the obsolescence-of-de- 
preciable-property rules. 


trade or business, in a profit-transaction 
or as a result of fire, storm, etc. The de- 
tailed provisions pertaining to estates 
are now found in the new final Regula- 
tions Sections 1.165-7(c) and 1.165-8(c). 
The provision in old proposed Regula- 
tion Section 1.165-3(a)(3) that “No loss 
is realized by the transfer of property by 
gift or death. But see Sections 453(d) 
and 691” appears to have been omitted 
from the new Regulations altogether. 


Obsolescence 


Formerly Regulation 118, Section 
$9.23(e)(3) dealt in some detail with the 
subject of the sudden and unforeseen 


loss of useful value of property and with | 


the retirement of depreciable assets 
from average and longest-lived depre- 
ciation accounts as well as the disposi- 
tion of depreciable assets because of 
casualty or abnormal obsolescence. “‘Nor- 
mal” obsolescence of physical assets re- 
ceived special treatment under Regula- 
tion 118, Section 39.23(c)-6. With the 
new and extensive rules regarding re- 
tirement and obsolescence of depreciable 
assets in Regulation Section 1.167(a)-8 
and -9,21 there was a guarded with- 
drawal of the detailed rules under loss 
of useful value. See old proposed Regu- 
lation Section 1.165-1(c). 

Apparently satisfied with the switch 
of depreciable property retirement and 
obsolescence rules to the depreciation 
Regulations, the Service has now re- 
placed the “loss of useful value” para- 
graph with the new final Regulation 
Section 1.165-2(a) which deals only with 
“obsolescence of nondepreciable prop- 
erty.” The Section is expressly not ap- 
plicable to losses on a sale or exchange, 
the obsolescence or worthlessness of de- 
preciable property, a casualty, or losses 
reflected in inventory. The capital loss 
limitations of Sections 1211, 1212, IRC 
1954, are also not applicable and there 
are specific cross-references to Regula- 
tion Sections 1.167(a)-8 and -9 (perman- 
ent withdrawal of depreciable property 
from use in trade or business or in the 
production of income and obsolescence 
of depreciable property, respectively) 
and to the new final Regulation Sec- 
tion 1.165-7 dealing with casualty losses. 
Concurrently with the publication of the 





2T.D. 6445, R2, 25 Fed. Reg. 388 (January 16, | 


1960). 

23 1957-2 Cum. Bull. 148. 

21 Rabkin & Johnson, Federal Income, Gift and 
Estate Taxation Section 4.06(1). 

% Hunter Manufacturing Corp. (21 TC 424, 1953). 
% E.g. GCM 6122, VIII-2 Cum. Bulli. 115 (1929). 
27 Alcoma Association, Inc. (239 F.2d 365, CA-5, 
1956). 

28 McDowell, supra n. 5, at pp. 641-42. 
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new set of Regulations, Regulations 
Section 1.167(a)-9 was amended to strike 
out a reference to Section 165 and the 
Regulations thereunder for the rules as 
to allowance of a loss deduction when 
the usefulness of “an asset is suddenly 
terminated.” In its place was inserted a 
reference to Regulation Section 1.167 
(a)-8 for the rules when “depreciable 
property is suddenly terminated.”’2? 

As a matter of mechanics the new 
proposed arrangement prefer- 
able. In addition, however, to removing 
the former somewhat confusing cross- 
references between old proposed Regu- 
lation Section 1.165-1(c) and Regulation 
Section 1.167-8 and -9, the re-arrange- 
ment also apparently involves one or 
more substantive changes in regulation 
text. Thus, old proposed Regulation 
Section 1.165-1(c)(1) would have per- 
mitted as a deduction a loss sustained 
on the permanent devotion of a build- 
ing to a radically different use while the 
now-governing rules in Regulation Sec- 
tion 1.167(a)-8(a) appear to make no 
such allowance. 


seems 


Aside from the exceptions, the sub- 
of the “obsolescence of non-de- 
preciable property” provision is covered 
in two sentences. The new final Regu- 
lation Section 1.165-2(a) provides that a 
loss incurred in a business or profit- 
transaction the sudden 
of the usefulness therein 


stance 


arising from 
termination 
of any non-depreciable property, in the 
event the business or transaction is dis- 
continued or the property permanently 
from use therein, is a de- 
ductible loss in the year of an overt act 
of abandonment or the year loss of title 


discarded 


occurs. There is now no specific refer- 
ence, as there was in old proposed Regu- 
lation Section 1.165-1(c)(1), to the re- 
quirement that “this exception to the 
rule requiring a sale or other disposi- 
tion of property in order to establish a 
loss requires proof of some unforeseen 
cause by reason of which the property 
Fur- 
thermore, the former Regulation instruc- 
tion to explain fully in the return any 
non-disposition loss taken under this 
Section is omitted. Perhaps of more sig- 
nificance, however, is the failure of the 
new final Regulation Section 1.165-2(a) 
to set forth the new limitations an- 
nounced in Rev. Rul. 57-418.23 That rul- 
ing held that expenditures incurred in 
search of a prospective business are de- 
ductible as a loss only where the trans- 
action is actually entered into and then 
abandoned. This ruling has properly 


has been prematurely discarded.” 


been criticized as ‘an indefensibly tech- 
nical interpretation of the statute.”’24 


Decline in value of stock 


The new final Regulation Section 
1.165-4 appears merely to re-arrange the 
provisions of old proposed Regulation 
Section 1.165-1(d) which explained that 
no loss is sustained under Section 165 of 
the Code for a mere decline in value of 
stock when, as re-stated, the decline is 
due to a fluctuation in the market or 
“to other similar causes” (formerly just 
“or otherwise”). As before, a direction 
by banking authorities to a bank to 
charge off or write down to a nominal 
amount stock that it owns will, if the 
direction is premised upon actual worth- 
lessness, constitute prima facie evidence 
of worthlessness for purposes of Section 
165. The new final Regulation Section 
1.165-4(b)(2) adds the observation, seem- 
ingly unnecessary in view of (b)(1), that 
a loss deduction is not precluded merely 
because, in obedience to the direction, 
the bank writes the stock down to a 
nominal value instead of charging it off 
completely. In any event, the provision 
adds, the deduction may be taken only 
in the year the stock actually becomes 
worthless. New proposed Regulation Sec- 
tion 1.165-4(d) now defines stock as a 
share of stock in a corporation or a right 
to subscribe for, or to receive, such a 
share of stock. 


Worthless securities 

The provisions of the new final Regu- 
tion 1.165-5, relating to the 
deductibility under Section 165 of losses 
on wholly worthless stock, stock rights, 
and registered or coupon-bearing evi- 
dences of indebtedness, also appear to 
represent merely a clarifying re-arrange- 
ment of old proposed Regulation Section 
1.165-7. As before, the major portion of 
the section, the new final Regulation 
1.165-5(d), is devoted to the rules govern- 
ing the deductibility by a domestic cor- 
poration of losses on worthless securities 
of an affiliated corporation. 

Two examples are added in the new 
final Regulation Section 1.165-5(i). One 
illustrates the requirement contained 
in the Regulation Section 1.165-5(d)- 
(2)(ii) that the term “affiliated corpora- 
tion” does not include a corporation any 
of whose stock was acquired solely to 
meet the 95% stock ownership test.25 
The second was apparently added only 
to emphasize that the loss on worthless- 
ness of registered bonds issued by an 
affiliated corporation is deductible under 


Section 
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Section 165(g)(3) as an ordinary loss and 
not under Section 166 as a bad debt. 
(The new final Regulation Section 1.165- 
(e), formerly proposed Regulation Sec- 
tion 1.166-5(a)). 


Farming losses 


The Regulations have long contained 
a separate provision relating the loss de- 
duction to certain matters (livestock, 
stored or prospective crops) peculiar to 
farmers. See Regulation 118, Section 
39.23(e)-5. Old proposal Regulation Sec- 
tion 1.165-1(e) continued this provision 
and the new final Regulation Section 
1.165-6 again merely re-arranges the text. 
Aside from the extensive cross-references 
added, the only apparent change of note 
is the omission of a sentence in order 
to conform to the new final Regulation 
Section 1.165(d), discussed above. Thus, 
the old provision stated that if reim- 
bursement was received from a govern- 
mental authority in respect of livestock 
killed or property destroyed pursuant to 
its order and a loss deduction was taken 
on account of the order in a prior year, 
then the reimbursement was to be in- 
cluded in income in the year received. 
Although there is a specific cross-refer- 
ence to the new final Regulation Sec- 
tion 1.165-1(c) and none to (d), presum- 
ably it is intended that the year of de- 
duction for the farmer in this case is to 
be governed by the latter paragraph. 


Computation of casualty 


165 of the Code allows the 
deduction from gross income by indi- 
viduals and corporations of any loss 
arising from fire, storm, shipwreck or 
other casualty irrespective of whether 
with the tax- 
payer’s business or a transaction en- 
tered into for profit. Notwithstanding 
the generality of the allowance, old 
proposed Regulation Section 1.165-1(c)- 
(2) and 1.165-3(c)(1) and (2) sought to 
formalize in the Regulations the Serv- 
ice’s position?® that, in the case of 
partial loss, the amount of the deduc- 
tion was different depending upon 
whether the loss was incurred in a busi- 
ness or a the 
Alcoma?? case, however, the court stated 
that there was no authority for the dif- 
ference in treatment and held that a 
hurricane to appreciated citrus 
groves, being less than adjusted basis, 
was allowable in full rather than in 
part as urged by the Government, 1¢., 
market value loss divided by value be- 
fore the casualty times adjusted basis. 


Section 


it arose in connection 


profit-transaction. In 


loss 
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In an abrupt about-face the Service 
Section 1,165-7(a)(1), that 
“the manner of determining the amount 


now agrees 
of a casualty loss allowable as a deduc- 
tion in computing taxable income .. . is 
the same whether the loss has been in- 
curred in a trade or business or in any 
transaction entered into for profit, or 
whether it has been a loss of property 
not connected with a trade or business 
in any 
entered into for profit.” Example (2), 
in the final Regulation Section 1.165-7- 
(b)(3) to a uniform rule of the lesser of 


and not incurred transaction 


market value loss or adjusted basis ex- 
cept in the case of total destruction of 
business property, discussed below. (The 
final Regulations delete a sentence of 
the second proposed example and add 
two to point out the application of 
Section 1231, IRC, since insurance was 
involved in the facts stated reflects the 
change. Surprising as the change in 
position might be, it is not by any means 
a give-away, for the old business-casual- 
of working 
against the interests of the Government 


ty rule was _ susceptible 
(or, of course, the taxpayer) all depend- 
ing upon the relationship, fortitous for 
this purpose, of basis to value.28 Thus, 
in a case where business property has a 
$100 
casualty which reduces in its value to 


fair market value of before a 


$50, compare the results where adjusted 
basis is (a) 100, (b) 50, and (c) 200: 
Formula: (fair market value before 
the casualty less such value afterwards) 
over fair market value before the casual- 








ty times adjusted basis = loss deduc- 
tion 
50 
(a) x 100 = 50 (the actual loss) 
100 
50 
(b) 50 = 25 (less than mar- 
100 ket loss) 
50 
(c) —— 200 = 100 (greater than 
100 the market loss) 


From the point of view of economic 
effect, it is interesting to note that the 
deduction is less in periods of inflated 
values and greater in periods of decline. 
In the 
rule deduction 


final 
the 
lesser of market loss (fair market value 


each of these cases new 


would allow as a 
before less fair market value after the 
casualty) or adjusted basis, that is in 


each case $50. 


Uniform rule inequitable 


At the hearing on the second proposal 
it was pointed out that treating business 
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property in the same manner as non- 
business property can also result in an 
inequity. Thus, if depreciable business 
property with a fair market value of 
$150 and an adjusted basis (for depre- 
ciation) of $200 is totally destroyed by 
a casualty, the taxpayer’s loss deduction 
is $150, the lesser of market loss and 
adjusted basis. The rationale of this re- 
sult in non-business cases is that the de- 
cline in value represented by the $50 
difference between value and basis oc- 
curred before the casualty and was per- 
sonal in nature; to permit a deduction 
of more than the market loss- (up to ad- 
justed basis) would permit, in effect, 
such casualty loss taxpayers to have a 
substitute for a depreciation allowance 
on non-depreciable property. However, 
this is not the case with depreciable 
property—the difference (excess) between 
fair market value and adjusted basis 
does have significance. As related to the 
last hypothetical example, it was argued 
at the hearing that the taxpayer would 
lose $50 of depreciable basis. It would 
seem that there would be sufficient rea- 
son and justification for further amend- 
ing the Regulations to make a distinc- 
between business 
i.e., the deductible 
amount in the case of total destruction 


tion here and non- 


business property, 
of business property should in all cases 
be adjusted basis. An addition to final 
1.165-7(b)(1) 


covers this objection: “However, if prop- 


Regulations Section now 
erty used in a trade or business or held 
for production of income, is totally 
destroyed by casualty, and if the fair 
market value of such property imme- 
diately before the casualty is less than 
the adjusted basis of such property, the 
amount of the adjusted basis of such 
property shall be treated as the amount 
of the 
165(a).” 


loss for purposes of Section 


Section 1231 effects 

New proposed Regulation Section 
1.165-7(a)(1) refers to Section 1231, IRC 
1954, dealing with involuntary conyer- 
requires, 
things, that gains from the sale or ex- 


sions, which among other 


change of property used in the trade 
or business be netted against insured 
casualty losses in determining whether 


2° See Maurer, 59-2 CCH USTC { 9708 (D. Kan. 
1959) holding Section 1231 applicable to uninsured 
casualty losses. 

80 See Biddle (175 F. Supp. 208, E.D. Pa., 1959) 
(discussing the qualifications of the owner of 
property as a witness). 

31 Rev. Rul. 58-180, 1958-1 Cum. Bull. 153. 

%2 E.g. Peterson (30 TC 660 1958), appealed by 
taxpayer to the 9th Circuit. 6 CCH 1960 Stan. Fed. 
Tax Rep. p. 61,010; McDowell, supra n. 5, at p. 
37. 


the taxpayer affected by this Section has 
long term capital gain or an ordinary 
loss. In this connection, note Section 
1231 was amended in 1958 to exclude 
from its application casualty losses not 
compensated “in any amount” by insur- 
ance.?9 At the hearings on the new loss 
Regulations it was pointed out that 
there exists insurance with an extreme- 
ly high “deductible,” the business being 
a self-insurer as to the amount not 
covered. In such a case an insignificant 
amount of insurance might bring a 
large loss within Section 1231. 


Other casualty loss changes 


The new final Regulation Section 
1.165-7(a)(2) continues the “require- 
ment” that fair market value before and 
after the casualty “shall generally’3° be 
ascertained by competent appraisal (the 
cost of which is deductible as an ex- 
pense).81 There is added, however, a 
further requirement that: “This ap- 
praisal must recognize the effects of any 
general market decline affecting un- 
damaged as well as damaged property 
which may occur simultaneously with 
the casualty, in order that any deduc- 
tion under this Section shall be limited 
to the actual loss resulting from dam- 
age to the property.” Recent decisions 
generally sutain the Service’s position 
on this point.32 Note however, the case 
of Stowers’3 which permitted a casualty 
loss deduction for the decline in value 
of a residence when a cave-in of a 
bluff on which the residence was located 
destroyed the street providing the prin- 
cipal means of entering the house; the 
residence itself was not physically dam- 
aged. 

The provision properly recognizing 
costs of repairs to be evidence of the loss 
of value,34 has been rephrased to add 
what apparently are thought to be three 
é. <0). SNe 
amount spent for such repairs is not 
excessive; (c) the repairs do not care for 
more than the damage suffered; and [as 


additional requirements: 


again rephrased in the final Regula- 
tions] (d) the value of the property 
after the repairs does not exceed the 
value of the property immediately be- 
fore the casualty.” First proposed Regu- 


lation Section 1.165-3(c)(a)(2), setting 
3169 F. Supp. 246 D. Miss. 1958. 
*%4 Treas. Reg. Section 1.165-1(a) (2) (ii) (1960), 


formerly Prop. Reg. Section 1.165-3(c) (3) (1956). 
* But see Diggs, CCH TCM 1959-99 (no loss de- 
duction for cocktail shaker broken by. a negligent 
family cat). 

*6 McDowell, supra n. 5, at p. 643. 

%? That it can be damaged see Knapp (23 TC 716, 
1955). 

388 Apparently in accord Alcoma Association, Inc., 
supra n. 27. 

% Bevers (26 TC 1218, 1956). 











forth 
ages 
ducti 
Regu 
thou 
mitti 
tor o 
party 
TI 
final 
final 
deali 
dedu 
prop’ 
dama 
reaso 
the § 
tincti 
busir 
not ; 
the s 
final 
{ii), 
(b)(3) 
Regu 
Exan 
that 
build 
shruk 
ducti 
to tl 
after 
withc 
the ] 
In 
occur 
fruit, 
busin 
ured 
and | 
the 
(Seco 
1.165. 
ings” 
final 
clear] 
ever, 
the e 
aged. 
treat 


and t 
| anoth 


| 


tion 
| taxpa 


j 


| 


trees 
ness | 
the 1. 
a uni 

In 
in th 
those 


the n 


7(e) 





| has 
nary 
tion 
lude 
not 
1Sul 
loss 
that 
eme 
eing 

not 
icant 


1g 


5 a 


ction 
uir¢ 
- and 
30 be 
(the 
1 ex 
| ia 
ap- 
F any 
un 
perty 
with 
educ 
nited 
dam 
isions 
sition 
Case 
ualty 
value 
of a 
cated 
prin 

the 


dam 


1izing 
e loss 
» add 
three 
) the 
$s not 
re fo1 
id Jas 
erula 
yperty 
1 the 
y be 
Regu 
etting 
(1960) 
(1956) 
oss de- 
gligent 
['C 716 


n, Inc., 


—va 


forth the conditions under which dam- 
ages to a taxpayer’s automobile are de- 
ductible, is continued in the new final 
Regulation Section  1.165-7(a)(3), al- 
though the necessity for specifically per- 
mitting the deduction when the opera- 
tor of the other vehicle is the negligent 
party has always been a little puzzling.%5 

The second principal addition to the 
final casualty loss rules is the new 
Regulation Section 1.165-7(b)(2) 
dealing with the computation of the loss 
deduction where more than one type of 
property (principally improved realty) is 
damaged by the casualty. Possibly for 
reasons 


final 


convenience, 
the Service continues to draw some dis- 
tinction here between business and non- 


business 


of administrative 


case law was 
not all clear in the business area.36 In 
the 


property. Prior 
statement of the rule in the new 
Section 1.165-7(b)(2) 
(ii), and in Example (3), in paragraph 
(b){3) the prior rule of old proposed 
1.165-3(c)(2) and 
Example (1) is continued to the effect 
that where a casualty damages both the 
building ornamental trees and 
shrubs of a residential estate, the de- 
ductible loss is determined by reference 
to the market before and 
after the casualty of the estate as a unit 


final Regulation 


Regulation Section 


and 


fair value 
without reference to separate values of 
the land, residence, trees and shrubs. 

In the event damage by casualty has 
occurred to a building and trees (e.g., 
fruit, ornamental) used in a trade or 
business, the decrease in value is meas- 
ured by taking the buildings as a unit 
and the trees as a unit and computing 
the to 


Proposed 


loss as each unit separately. 


Section 
1.165-7(b)(2)(i) used the word “build- 


(Second Regulation 


ings” here). Example (2) of the new 
final Regulation Section 1.165-7(b)(3) 


clearly illustrates the rule adopted. How- 


| ever, it is expressly stated as a fact in 


— 


the example that the “land” was “‘dam- 
aged.”37 The example then appears to 
treat the land and buildings as one unit 
and the ornamental trees and shrubs as 
another. Presumably, if the land and 
trees were an integral part of the busi- 
ness operation, as in an orchard, then 
the land and trees would be treated as 
unit.38 

In view of the extensive changes made 
in the casualty loss area, particularly 
those relating to the amount of deduc- 
tion in the case of business property, 
taxpayers should carefully note again 
the new final Regulation Section 1.165- 
which in effect them the 


7 e) gives 


choice of applying the old or the new 
rules for all open years including tax- 
able years beginning on or before adop- 
tion of the new rules. 


Theft losses 


The separate section of the regula- 
tions dealing with theft losses, new 
Regulation Section 1.165-8, follows the 
general scheme of the new regulations to 
subdivide and elaborate even where no 
change in the former provisions, in this 
case old proposed Regulation Section 
1.165-5, is made. A paragraph is added 
applying to theft losses the general rule 
of the new final Regulation Sections 
1.165-7(c) which deals with casualty 
losses sustained during settlement of an 
estate and not in connection with a 
business aor profit-transaction. And the 
new final Regulation Section 1.165-8(c) 
points out that the amount deductible 
as a theft loss “shall be determined con- 
sistently with the manner prescribed in 
Section 1.167-7"; however, the value 
after theft (discovery) shall be consid- 
ered to be zero for purposes of apply- 
ing new Regulation Section 1.165-7(b). 
This avoidance of a direct reference to 
the casualty rules is consistent with the 
somewhat puzzling new provision in- 
cluded in those rules; that is, the new 
final Regulation 1.165-7(a)(6) 
states that arises from 
theft is not considered a casualty loss 
for purposes of this section.” 

The major change in this area, how- 
ever, is set out in the new final Regula- 
tion Section 1.165-1(d)(3). There, con- 
formably with the general rules on the 
year of deduction and with the Scofield 
case (which the Service has formally 
agreed to follow, see footnote 16, supra), 
it is provided that although a theft loss 
is generally sustained in the year of dis- 


Section 
“a loss which 


covery, if there exists a reasonable pros- 
pect of recovery on a claim for reim- 
bursement, then no deduction is allow- 
able under Section 165(a) as to any por- 
tion of the loss covered by the claim 
until it is ascertained with reasonabie 
certainty whether or not the reimburse- 
ment will be received. 


Sale of residential property 


A loss sustained on the sale of a per- 
sonal of course, de- 
ductible. On the other hand, if, prior 


to the the 


residence is, not 


sale, residence has been 
rented or otherwise appropriated to in- 
come-producing purposes, the loss on 
the sale is an allowable deduction under 


Section 165(a). The new final Regula- 
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tion Section 1.165-9 appears to reflect 
no change in the substance of the pro- 
visions in its predecessor section, old 
proposed Regulation Section 1.165-3(b), 
implementing these rules. The differ- 
ence lies in the method of computing 
the loss, although it appears that the 
same result is reached in either case. 
Thus, old proposed Regulation Sec- 
tion 1.165-3(b) provided that a loss (as 
computed under 1001, IRC 
1954) on the sale of a properly converted 
residence was an allowable deduction in 
an amount not in excess of the lesser of 
(1) value when converted “with proper 
adjustment for depreciation” over the 
amount realized or (2) adjusted basis 
when converted as further adjusted for 
such the amount 
realized (although the sentence struc- 
ture hardly stood this statement of the 
formula). This approach had a mixed 
business and non-business casualty loss 


Section 


depreciation over 


flavor. The new provision properly treats 
the problem entirely as a sale and ac- 
counts for the prior personal use by a 
basis adjustment. Thus, in the new 
final Regulation Section 1.165-9(b)(2) a 
loss on the sale of a converted residence 
is the excess of the adjusted basis as 
prescribed in Section 1011, IRC 1954, 
over the amount realized. For this pur- 
pose adjusted basis is the lesser of (1) 
value at conversion or (2) adjusted basis 
for loss at conversion, determined under 
Regulation Section 1.1011-1 but with- 
out reference to value, as adjusted for 
post-conversion items affecting basis. As 
the examples indicate the new compu- 
tation is simpler and more direct. 


Wagering losses 


The final Regulation 
1.165-10 replaces old proposed Regula- 


new Section 
tion Section 1.165-4(a). The provision in 
the former proposal is omitted to the 
effect that wagering losses of a taxpayer 
not in the business of wagering may be 
used to offset wagering gains only if the 
taxpayer itemizes his deductions; how- 
ever, the rule should still obtain.39 


Conclusion 
The 


tailed as they are, do not, of course, 


new final Regulations, as de- 
touch on many of the problems that 


exist in the loss area. However, as to 
the matters affected, they represent a 
conscientious effort to lay down spe- 
cific ground rules and it will be interest- 
ing to observe how successful this effort 
will be. In the meanwhile practitioners, 


and any taxpayer who has suffered a 
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loss allowable under Section 165 would 
do well to study his tax picture in light 
of the choice of rules he has in certain 
areas. w 


IRS won’t allow Bressner: 
to tax prepaids on receipt 


INTERNAL REVENUE Service has an- 
nounced it will not follow Bressner 
Radio, Inc. 267 F.2d 520) in cases in- 
volving prepaid income (TIR-205). 

The point at issue in Bressner, was 
whether income received in connection 
with television service contracts cover- 
ing a twelve-month period should be 
reported as income in the year of re- 
ceipt or whether such income should be 
deferred over the period of the con- 
tract. 

The taxpayer allocated 25% of the 
service contract price to installation and 
deferred the balance over the twelve- 
month period of the contract. The Com- 
included all revenues from 
the service contracts in gross income in 
the year of receipt. The Tax Court, re- 
lying on the Supreme Court’s decision in 
Automobile Club of Michigan, (353 
U.S. 180, CB 1957-1,513), sustained the 
Commissioner. The Court of Appeals 
in reversing the Tax Court distinguished 
the Automobile Club case and held that 
the portion of the contract price al- 


missioner 
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locable to months falling in the taxable 
year following that of receipt of the 
contract price was unearned in the tax- 
able years and was properly deferred. 

The IRS said this decision conflicts 
in principle with a long line of judicial 
authority holding that where a tax- 
payer receives prepaid income under a 
claim of right and without restriction 
as to its disposition it must report the 
entire amount received each year as in- 
come. Subsequent to the Bressner, Radio 
decision by the Second Circuit, deferral 
of prepaid income until earned was 
again considered by the Tax Court in 
the case of Automobile Club of New 
York, Inc. (32 TC 906). There the Tax 
Court followed the Automobile Club of 
Michigan decision and held that the 
Commissioner properly required peti- 
tioner to report as income all fees re- 
ceived during the taxable year. 

The Internal Revenue Service will 
continue its general policy of taxing 
prepaid income in the year of receipt. 
This policy applies, it said, to income 
from contracts to furnish services and to 
other types of prepaid income, such as 
prepaid royalties, rent, bonuses, etc., re- 
gardless of whether the period of pro- 
ration is indefinite or definite, unless 
different treatment is specifically pro- 
vided for in either the Internal Revenue 
Code or the Regulations thereunder. * 


W&M Committee conflicts with IRS on 


effect of accounting-method changes 


by GEORGE F. SHANNON 


The IRS has been applying the specific-item theory in making adjustments for 


pre-1954 income when the method of accounting is changed. Mr. Shannon points 


out that a recent House Ways and Means Committee report adopts the fund-of- 


income approach; he suggests in view of cases on this issue now docketed in the Tax 


Court taxpayers affected should proceed cautiously in acceding to the IRS position. 


CALENDAR YEAR Cash _ basis 


eis A 

taxpayel! merchandise 
tory of $11,000 as of January 1, 1958, the 
date on which he is required by the 
Commissioner’s staff to change to the 


has a inven- 


accrual method of accounting. Suppose 
further that the 
$2,000 in items purchased and paid for 
before December 31, 1953, the 
day immediately preceding the begin- 
ning of this taxpayer’s first 1954-Code 
year, when the inventory was $8,000. 
How much of the net income repre- 


inventory includes 


on or 


sented by the $11,000 inventory is tax 
free? —The Commissioner’s Regulations 
say $2,000, but the House Ways and 
Means Committee in a recent report 
(on HR 8684) says, in effect, that $8,000 
(an amount equal to the entire Decem- 
ber 31, 1953 inventory) is tax free. 


Commissioner’s interpretation 


These suppositions are concerned with 
Section 481 which relates to adjustments 
required by changes in method of ac- 
counting. The Commissioner’s interpre- 


tation of this section is in some areas 
verbosely and in other inadequately 
stated in Regulations 1.481, and the 
above suppositions are taken from Ex- 
ample (1) of Regulations Section 1.481-2 
(d). The applicable portion of the Com- 
missioner’s comment on the example 
follows: 

“Under the cash receipts and disburse- 
ments method of accounting only $9,000 
of the $11,000 opening [i.e., January 1, 
1958.—Ed.] inventory had been included 
in the cost of goods sold and claimed as 
a deduction for the taxable years 1954 
through 1957; the remaining $2,000 had 
been so accounted for in pre-1954-Code 
years. In order to prevent the same 
item from reducing taxable income 
twice, an adjustment of $9,000 must be 
made to the taxable income of 1958 un- 
der the provisions of Section 481(a) and 
paragraph 1.481-1. Since the change in 
method of accounting was not initiated 
by the taxpayer, the $2,000 of opening 
inventory which had been included in 
cost of goods sold in pre-1954-Code years 
is not taken into account. Taxable in- 


come for 1958 is accordingly increased | 


by $9,000 under Section 481(a) .. .” 


The application of the “specific items” | 


theory probably derives its authority 
from a generally similar example in 
the Senate Finance Committee’s report 
on the 1954 Code and from that report's 
occasional use of the word “items” in 
its comment on Section 481 adjust- 
ments. Those who subscribe to this 
theory maintain that the Section 481 
adjustment at the beginning of the year 
of change (1958 in the above example) 
is comprised of two classes of inventory 
items and accounts receivable, namely, 
those booked in 1939-Code years, and 
those booked in 1954-Code years. From 
the Commissioner’s viewpoint this is a 
rewarding theory since ordinarily there 
would now in 1960 appear on the books 
few, if any, accounts receivable and in- 
ventory items originating in 1939-Code 
years. Consequently, all, or substantially 
all, of the Section 481 adjustment as of 
the beginning of the year of change 
would be added to taxable income. 
HR 8684 is concerned primarily with 
the time and manner in which hitherto 
unreported “finance reserve income” of 
automobile and other dealers is to be 
included in taxable income. One of the 
alternatives provided in the Bill, which 
was passed by the House of Representa- 
tives in September 1959 [it was ap- 
proved by the Senate Finance Committee 
on January 21, 1960] is that the re- 
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[George F. Shannon is a member of the 
firm of Tupper, Moore & Co., Certified 
Public Accountants, Worcester, Mass.] 





porting of this income is to be governed 
by Section 481. Significant and compre- 
hensive statements regarding the opera- 
tion of this section appear in the Re- 
port, two of which are briefly excerpted 
below: 

“. . . your committee’s bill provides 
two alternative methods for paying the 
tax due on the income which has not 
previously been reported. First, it pro- 
vides that such amounts can be treated as 
required changes in method of account- 
ing. In general this means that the re- 
serves built up prior to 1954 need not 
be reported for tax purposes, and that 
only the excess of the current balance 
over the 1954 balance in the reserve is 
to be reported . . .” 

. The effect of treating this re- 
serve income as a required change in 
method of accounting is to ignore ad- 
justments to income to the extent of 
dealer reserves set up in years prior to 
1954 .. .” The Committee’s interpreta- 
tion apparently is based on the “fund of 
non-taxable income,” concept which was 
so strongly supported by judicial deci- 
sions affecting 1939-Code years that the 
Commissioner ceased to oppose it. The 
concept holds in effect that the tax free 
income at the beginning of the year 
of change is the entire Section 481 net 
adjustment at the close of the taxpayer’s 
last 1939-Code year. In other words, the 
then entire amount of the taxpayer's 
Section 481 net income is tax free and 
should be so treated regardless of the 
amount of this income at the beginning 
of the year when change to the accrual 
method of accounting is required by the 
Adherents to this con- 
cept are also of the opinion that the 
investment of this income in accounts 


Commissioner. 


receivable and inventories is of no con- 
sequence under Section 481, and their 
views are well supported by court de- 
cisions which were controlling at least 
until the 1954 Code became effective. 
One group of Section 481 casualties 
has only a theoretical interest in the 
specific-items versus fund-of-nontaxable- 
income controversy. It comprises those 
taxpayers who changed to the accrual 
basis in 1954-Code years without the 
since the fate 
of their Section 481 net adjustments 
as of the beginning of their first 1954- 
Code years was settled by Revenue Act 
of 1958. It took retroactive change of 


Commissioner’s consent, 


the 1954 Code, opening of years closed 
by the Statute of Limitations, and Con- 
gressional breach of taxpayers’ faith, but 
the law was changed to treat these ad- 
justments as fully taxable income. Iron- 
ically, it begins to appear that the net 
result of the Commissioner’s maneuver- 
ring on Section 481 may have been to 
enact into legislation the judge-made 
law the section was intended to super- 
sede, namely, that adjustments resulting 
from changes made voluntarily are tax- 
able income, while those from changes 
required by the Commissioner are not. 

Cash-basis-with-inventories taxpayers 
should follow the legislative action on 
HR 8684 with interest, and should note 
particularly how the Senate Finance 
Committee, which now holds the bill, 
deals with the House comment on the 
Section 481 alternative. No court de- 
cisions affecting Section 481 have as 
yet been rendered, but several applica- 
ble cases have been docketed into the 
Tax Court, and the items versus-fund- 
controversy may be settled soon by its 
action on them. Meanwhile, cash-basis- 
with-inventories taxpayers should post- 
pone final agreement with the Internal 
Revenue Service on Section 481 net ad- 
justments, or if that is impossible should 
file protective refund claims after pay- 
ing the taxes attributable to the sec- 
tion. be 


Small Business Committee 
would end 1231 capital gain 


‘THE POLITICALLY POTENT Small Business 
Committee of the Senate has recom- 
mended a_ revision of depreciation 
policies and adoption of a triple-declin- 
ing-balance method but has coupled 
these suggestions with a proposal that 
capital gain on the sale of depreciable 
property be ended. 

In its report to the Senate on recent 
hearings it held and studies it made, the 
Small Business Committee said it had 
concluded that: 

1. Present depreciation policies do 
not sufficiently encourage the expansion 
of the national economy. Indeed, these 
policies have, in all probability, stifled 
economic growth. 

2. The twin problems of inflation 
and technological obsolescence have be- 
come increasingly significant in recent 
years. In combination, they have made 
our depreciation policies completely out 
of date, though those policies may have 
been reasonable and perhaps necessary 
in the 1930's. 
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3. Small firms particularly suffer 
from depreciation policies in spite of 
recent congressional efforts to overcome 
several of the tax features that discrimi- 
nate against them. Because of their 
limited capital resources and the diffi- 
culties and expense of obtaining further 
capital from new sources, they feel the 
greatest impact from under-deprecia- 
tion. 

4. The rapid amortization of “defense 
facilities” in periods of emergency is an 
inadequate substitute for a_ realistic 
long range depreciation policy. Such 
amortization encourages cyclical rather 
than orderly growth of industrial capac- 
ity. Furthermore, rapid amortization 
certificates have been much more difh- 
cult for small manufacturers to obtain 
than for the industrial giants. A liberal- 
ization of depreciation policies applica- 
ble to all firms—in “normal” and 
“emergency” periods alike—would be a 
far more equitable approach to the pre- 
paredness or defense capacity problems. 

5. Substantial liberalization of de- 
preciation policies should be coupled 
with elimination of capital gains treat- 
ment for machinery and equipment used 
in a trade of business. New depreciation 
policies should be directed toward the 
stimulation of economic growth and 
should not be permitted to foster early 
disposal of assets for capital-gains ad- 
vantages. 

To carry out the policies indicated 
by these conclusions the Committee 
made specific recommendations for legis- 
lation and Senator Sparkman, chairman 
of the committee, has already intro- 
duced a bill (S. 2695) that embodies 
some of them. The specific recommen- 
dations of the committee were: 

1. Current depreciation policies should 
be reviewed and all of the practical 
proposals for (a) shortening the pe- 
riod for depreciating property, (b) 
permitting greater depreciation in the 
years immediately after purchase of 
property, and (c) depreciating property 
on bases other than cost, to reflect the 
inflation factor, should be considered. 

2. As a specific solution for under- 
depreciation, the adoption of triple- 
declining-balance depreciation and a 
Canadian-type class system for deter- 
mining tax-depreciation lives of proper- 
ty should be weighed. A class system 
would, however, have to be adjusted to 
reflect differences between the economies 
of Canada and the United States, and 
the items placed in various classes 
should, generally, have shorter economic 
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lives than those items now have under 
Bulletin F. $.2695 would authorize the 
use of triple-declining-balance deprecia- 
tion on items having a useful life of 
five years or more. 

3. Upon the substantial liberalization 
of present depreciation policies, the 
elimination of capital-gains treatment 
for personal property used in a trade 
or business should be considered. S. 2695 
would also accomplish this. 

4. Finally and importantly, considera- 
tion should be given to permitting pur- 
chasers of used equipment—usually small 
business firms—to apply the sum-of-the- 
digits and double-declining-balance 
methods of depreciation authorized for 
new equipment purchasers under the 
Internal Revenue Code of 1954, and al- 
lowing small businesses a deduction 
income for earnings 
plowed back into growth of the earn- 
ing companies. 


from taxable 


In a recent article in these columns 
(11 JTax 262, November 1959) Edwin 
W. Macrae, of Arthur Young & Co., 
blamed much of the IRS rigidity on sal- 
vage and estimated life questions on its 
dissatisfaction with capital gain oppor- 
tunities under Section 1231. He urged 
that business offer to give up Section 
1231 in exchange for freedom of action 
on depreciation policies. The Senate 
Small Business Committee position raises 
the possibility that exactly that compro- 
mise will become law. wv 


Certiorari won’t be asked on 
pelts from culled breeders 


THE DEPARTMENT OF JusTICE has de- 
cided not to ask certiori in the Cook 
case (270 F.2d 725) which held that gains 
on sales of pelts of mink culled from 
the breeding herd were capital. The 
Government had argued that if the 
culled mink had been sold alive (as is 
generally done with livestock) capital 
gain would be allowable. The Eighth 
Circuit noted that there is no market 
for live mink of this quality and the 
only practical way to handle culls from 
the breeding herd is to kill them and 
sell their pelts. Such a procedure, a 
normal business practice, did not, the 
court said, convert breeding animals 
into inventory. w 


Two articles on depreciation 
THE QUESTION of what to do about de- 
preciation, a pot which has been boiling 
furiously since the end of World War 


March 1960 


II, is explored further by two inter- 
esting articles in the new Indiana Uni- 
versity journal Business Horizons. Tax 
men interested in the management and 
public policy aspect of depreciation 
would find them interesting. 

Ray M. Powell, assistant professor of 
accounting at Notre Dame, has inter- 
viewed 150 policy-making financial offi- 
cers of large corporations to find out 
what depreciation policies they want. 
In general, they want depreciation de- 
ductions which will replace assets, they 
want the same treatment of purchased 
plant and used equipment as is ac- 





New accounting decisions this month.- 


Vendor realizes ordinary income on 
gain from repossession of realty. Tax- 
payer agreed to sell certain property 
for $50,000. The contract recited that 
$5,000 had been paid, and that the bal- 
ance was payable at the rate of $2,500 
per annum, payable semiannually with 
5% interest. There were no provisions 
about default. After paying $8,750 the 
buyer defaulted. The parties then agreed 
that taxpayer was to keep the money, 
terminate the contract, and take back 
the property. Taxpayer is held to have 
realized ordinary incomé rather than 
capital gain on the repossession, since 
there had been no sale or exchange. 
Myers Estate, TCM 1959-231. 


Ordinary income on sale of real estate. 
Taxpayers had been engaged in the 
busness of building homes for sale since 
1948. The construction part of the busi- 
ness was conducted by one corporation, 
and the selling by another. In 1950 
decided they wanted to buy some 
estate investment purposes 
formed a partnership to acquire 


they 
real 
and 
and 
operate a rooming house. The partner- 
ship acquired no additional property 
until 1952 at which time it bought six 
unimproved lots and constructed apart- 
ment buildings thereon. Upon sale of 
all of the partnership properties in 1953 
and 1954, the court holds gain from 
the apartment buildings constitutes or- 
dinary income since they were held by 
the partnership primarily for sale to 
customers in the ordinary course of its 
business. Gain on sale of the rooming 
house is held taxable as capital gain. 
Carlson, TCM 1959-239. 


for 


Lawyer's widow has ordinary income on 
profits from firm. Taxpayer’s husband, 


corded new assets, and they are willing 
to use for all corporate purposes the 
same depreciation figures they use for 
tax purposes. 

In an article in somewhat more 
theoretical vein, Donald F. Istvan sug- 
gests that proper depreciation policy 
may be a means of avoiding depressions. 

Readers may be interested in seeing 
this new quarterly. It is an elegantly 
conceived and produced serious journal, 
published by the Bureau of Business 
Research of the University of Indiana, 
at Bloomington. Its format is similar 
to the Harvard Business Review. vr 


a lawyer, died in 1931. His law partner- 
ship agreement had provided that on 
the death of either, the survivor would 
pay the decedent’s beneficiary $200 a 
month for five years out of the profits 
of the firm. In 1952 taxpayer brought 
suit for this and other funds due her. 





The Tax Court determines the amount | 
applicable to her right to the $200 a| 
month and holds it is ordinary income. 
There is no evidence to allocate it to 
compensation for assets or goodwill. | 
Tighe, 33 TC No. 62. 


Farmer has capital gain on real estate 
sales. Gain on the sales of lots carved out 
of taxpayers’ farm was held by the Tax 
Court to be ordinary income, rather 
than capital gain, on the ground that 
taxpayers’ activities in disposing of tracts 
of their farm formed a pattern of road 
dedication and construction, land sur-} 
veying, plotting and sale of the sub-| 
real estate. In addition, tax- 
payers placed signs on their property, 





divided 


advertised once in a newspaper, acquired 
nearby land on which theiy constructed | 
a shopping center, employed a real 
estate agent when their own sales efforts 
lagged and undertook to sell many lots| 
on a deferred payment basis. This court 
reverses. Taxpayers’ land was originally 
acquired as a farm which they decided| 
to discontinue because of 
local conditions. Taxpayers acquired no 
additional land for subdividing. Five 
years elapsed between their first and 
second sale, and their later transactions 
were consonant with the purposes of 
liquidation. Gudget, CA-6, 1/28/59. | 


operating 


Subdivision of land to liquidate invest-| 
ment; capital gain. After the city con-| 


demned a strip of land from taxpayer's} 


| 
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dairy farm, splitting it into two parcels, 
it became impractical to operate it for 
farming. Taxpayer then subdivided the 
land, putting in water, sewers, etc. He 
did not solicit sales, but prospective pur- 
chasers came to him. The court holds the 
subdivision was for the sole purpose of 
liquidating his investment. He did not 
hold the land as a dealer. The gain is 
capital gain. Bon, DC Wyo., 1/6/60. 


Lawyers acquired lots as dealers. Tax- 
payers were law partners who joined 
with real estate firms in the purchase of 
tax delinquent real estate. Taxpayers 
performed the legal work of clearing 
title, and the real estate firm sold the 
property, dividing profits with taxpayers. 
The court holds the real estate was held 
for sale to customers. The gain was 
ordinary. Rossiter, DC Ill., 12/11/59. 


Capital gain on sale of lots. A jury 
found that taxpayer did not hold cer- 
tain real estate as a dealer in the years 
in question. The judge’s charge to the 
jury does not indicate the number of 


sales, but notes that 


taxpayer was a 
lawyer, a banker and mayor of the town 
in which the lots were situated, and in- 
dicates that the selling of lots was car- 
ried on through agents. Broad, DC Fia., 
11/10/59. 
Interest deduction disallowed; loan 
transaction are held shams. Taxpayer, 
wife of Danny Kaye, purchased at a five 
per cent discount certificates of deposit 
issued by various banks. The certificates 
did not bear interest. These certificates 
are ordinarily purchased by commercial 
firms required to keep a minimum bal- 
ance in the bank as part of a loan ar- 
rangement. The attraction to taxpayer 
was the opportunity to claim capital 
gain on sale of the certificates while 
paying deductible interest to the in- 
vestment broker through whom _ they 
were bought on margin. Taxpayer paid 
down only ten per cent of the cost. At 
the end of six months and before the 
maturity of the certificates they were 
sold at face value and the proceeds were 
applied in payment of taxpayer’s debt. 
Taxpayer reported capital gain and 
claimed an ordinary deduction for the 
interest paid. The Tax Court disallows 
the interest deduction. The court finds 
there was no borrower-lender relation- 
ship; the transactions were shams and 
mere contrivances to acquire interest de- 
ductions. The court ‘is influenced by 
the fact that taxpayer entered into these 


transactions knowing she would sustain 
an economic loss that would be maae 
up by expected tax savings. The court 
cites Goodstein (30 TC 1178, aff'd 267 
F.2d 127) and Sonnabend (267 F.2d 319) 
where somewhat similar transactions 
were declared shams. The court is 
moved by the fact that taxpayer did 
not actually sign a promissory note, the 
certificates had already been pledged by 
the investment firm before she pur- 
chased them and the interest rate paid 
by taxpayer was at twice the prevailing 
rate. Kaye, 33 TC No. 58. 


Payments to seller of stock for con- 
tinued services as adviser taxed as com- 
pensation. Taxpayer sold his stock in- 
terest in a publishing company in 1951 
and then entered into a contract of 
employment with the company under 
which he was retained “in a consulting 
and advisory capacity.” An amount re- 
ceived by taxpayer upon termination of 
his employment contract in 1953 is held 
to constitute compensation or a pay- 
ment in lieu thereof taxable as ordinary 
income. Taxpayer unsuccessfully con- 
tended that the receipt should have been 
treated as in payment for the stock sold 
in 1951 and should therefore have been 
taxed as capital gain. Mitchell Estate, 
TCM 1959-246. 


Wash sale loss can’t be avoided by sell- 
ing short and delivering after 30 days. 
A loss sustained on a contract for the 
sale of stock below cost, and a purchase 
on the contract day of an equal number 
of identical shares, where delivery of 
the stock covered by the sales contract 
will take place 31 days or more after 
the date of the contract, is treated as a 
loss from a wash sale and is not allow- 
able as a deduction. Rev. Rul. 59-418. 


“Successor to the interest of’ person dis- 
posing of coal with retained interest de- 
fined. The scope of the term “successor 
to the interest of” as used in connection 
with a gain or loss from the disposal of 
coal with a retained economic interest 
covers, among others, (1) a devisee or 
legatee, (2) a purchaser of the whole or 
of an undivided interest of the original 
owner or sublessor, (3) a donee, and (4) 
a shareholder whose interest is acquired 
upon the liquidation of a corporation. 
The ruling also discusses guides for de- 
termining the holding period for coal 
royalty rights acquired by the various 
“successors.” For holding period pur- 
poses the date of disposal of coal is the 
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date of mining. Income from coal mined 
after the six-months’ holding period is 
subject to tax as a capital gain, but no 
percentage depletion deduction will be 
allowed where such income is realized 
from the owner's retained interest. Rev. 
Rul. 59-416. 


*Value increase on investment certifi- 
cate taxable each year. Taxpayer, on 
the accrual basis, had purchased an 
“Accumulative Investment Certificate” 
which would mature in 25 years, at 
which time he would receive a consider- 
able increment over his cost. During the 
years here at issue the certificate still 
had some eight to twelve years to run; 
however, the Commissioner included as 
ordinary income the annual increase in 
the cash value over the cost on the 
ground that the increment was essen- 
tially equivalent to discount. The Tax 
Court, in a reviewed decision, merely 
held for the taxpayer, saying that the 
case is identical with Caulkins (1 TC 
656, aff'd, CA-6, 144 F.2d 482). This 
court reverses. It disapproves the deci- 
sion in Caulkins, holding that the an- 
nual increase in value is clearly in the 
nature of interest. [1954 Code Section 
1232 specifically taxes original issue dis- 
count as ordinary income on sale or re- 


tirement.—Ed.] Morgan, CA-9, 12/11/59. 


Leasehold of 30 
property and a 
leasehold having 
at the 


years constitutes real 
“Sec. 1231” asset. A 
30 years or more to 
time of its sale constitutes 
real property. Where the leasehold is 
held in 


run 


and is 
used in taxpayer’s trade or business, 
gain or loss on sale is subject to the 
provisions of section 1231. Rev. Rul. 
60-4. 


excess of six months, 


Portion of capital gains received as 
management fees are ordinary income. 
Taxpayer, a partnership, managed in- 
vestment funds and individual accounts 
trading in commodity futures and spot 
commodities in return for a percentage 
of the profits. The Tax Court rules that 
income. Tax- 
payer had no economic interest in the 
commodity futures or spot commodities 
but only an interest in a share of the 
profits which were realized from trad- 
ing. Such an interest is not a capital 
asset. Taxpayer's share of the profits was 
compensation for services rendered. 
Smith, 33 TC No. 54. 


taxpayer has ordinary 


Capital gains on sales of spot commcdi- 
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ties and futures. Taxpayer, an associa- 
tion taxable as a corporation, engaged 
in the sole business activity of buying 
and selling commodity futures and spot 
commodities. The Commissioner deter- 
mined that gains and losses were ordin- 
ary. The Tax Court holds they were 
capital. The status of commodity fu- 
tures and spot commodities as capital 
assets is not altered by the fact that 
commodity trading was taxpayer's sole 
and full-time business. Corn Products 
Refining Co., (350 U.S. 46) in which 
the Supreme Court held that commodity 
futures trading resulted in ordinary in- 
come, is inapplicable here, says the 
court. It dealt with hedging transac- 
tions, of which there were none here. 
Smith, 33 TC No. 54. 


Lawyer realizes ordinary income on sale 
of lots. Taxpayer was a lawyer whose 
gains from the sale of real estate greatly 
exceeded his income from the practice 
of law. The Tax Court found he held 
the lots, not as an investment, but for 
the purpose of sale to customers in the 
regular course of business. The fact that 
he did not engage in active sales promo- 
tion, or that he never held a real estate 
license is not controlling. This court 
affirms, stressing the frequency of sales 
and amount of income from the source. 
Frankenstein, CA-7, 11/18/59. 


Part of payment to withdrawing stock- 
holder found to be salary. Taxpayer and 
another formed a construction corpora- 
tion. A few years later taxpayer termi- 
interest and received from 
the corporation $21,300 which he re- 
ported as payment for his stock in- 


nated his 


terest. The corporate books showed a 
salary accrual to taxpayer of $8,000 for 


"Oo 


that year. $7,250 of this sum was “paid” 
by a transfer from taxpayer’s drawing 
the balance at time of 
settlement. The court upholds the Com- 
missioner’s determination that $8,000 of 


the total amount received from the cor- 


account, and 


poration during 1953 was salary, hence 
ordinary income. Bissell, TCM 1959-215. 


Jury determines some real estate sales 
resulted in ordinary income to broker. 
Taxpayer had for many years been en- 
gaged as a real estate broker. In the 
taxable years at issue he made an aver- 
age of four or five sales of real estate 
parcels each year. A jury determines 
that some of the parcels were held for 
investment, resulting in capital gain, 
and others were held for sale to cus- 
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tomers, resulting in ordinary income. 
Yancey, DC Fla., 10/23/59. 


Ordinary income on agreement not to 
compete. Taxpayers sold their small loan 
business. The option agreement exer- 
cised by the buyers fixed a price of $283,- 
000 for notes receivable, stationery and 
the trade name. The agreement stated 
(separately) that office equipment was to 
be sold for $1,500, prepaid rent for 
$600, and that taxpayers were to receive 
an additional $61,000 in exchange for 
an agreement not to compete in a simi- 
lar business within a 75 mile radius for 
a five-year period. The court holds that 
the $61,000 received by taxpayers for 
their agreement not to compete is ordin- 
ary income; capital gain on sale of the 
business is computed after eliminating 
this $61,000 from the proceeds. Rogers, 
DC Nev., 11/12/59. 


Long and short positions in commodity 
recognized [Old law]. In 1950, taxpayer 
entered into a short sale of cotton in 
which he had a long position. The re- 
sult of the transaction was a short-term 
loss in 1950 on closing the short sale 
and a long-term gain on selling out the 
cotton in which he had a long position. 
The court approves this result, treat- 
ing the two contracts as separate. [An 
amendment to the Code, applicable to 
1951 and later years, would treat the 
gain as short-term when there is a simul- 
taneous long and short position.—Ed.] 
Arnall, DC Ga., 11/23/59. 


DEPRECIATION 


New useful life upheld. Taxpayer ac- 
quired buildings between 1919 and 1939 
and, at the time of acquisition, esti- 
mated the useful life of the property 
for depreciation. In 1951, taxpayer had 
an expert estimate the remaining useful 
life of the property. The Tax Court 
allows depreciation deductions based on 
the new estimates. It cites the Regula- 
tion which provides that the reasonable- 
ness of a depreciation deduction shall 
be determined in accordance with con- 
ditions existing at the time of the de- 
duction. Massaglia, 33 TC No. 47. 


Depreciation methods on books and tax 
return need not coincide. A taxpayer 
who elects to use the declining balance 
method (or any other method) of com- 
puting depreciation for tax purposes is 
not required to use that method in his 
books of account provided permanent 


auxiliary records are maintained for re- 
conciling any differences. This ruling 
modifies an earlier one, IT 3818 (1946), 
which, in discussing the declining bal- 
ance method of depreciation, condi- 
tioned its use for tax purposes on the 
books. However since the Code and the 
Regulations do not impose any such 
condition, the early ruling is amended. 
Rev. Rul. 59-389. 


Amortizable bond premium computed 
on regular not lower special redemp- 
tion price. Taxpayer purchased, at a 
premium, bonds which were callable at 
either a regular or special redemption 
price. The special redemption price 
would be payable under the bond in- 
denture if the corporation obtained the 
funds for redemption from certain 
specified sources. Taxpayer amortized 
the premium computed as the difference 
between cost and the lower special re- 
demption price and claimed an ordin- 
ary deduction for it. The Commissioner 
ruled that amortization be limited to 
the difference between cost and the 
higher regular redemption figure. The 
Tax Court upholds the Commissioner 
since taxpayer had failed to disprove 
his determination. The court is ap- 
parently influenced by the fact that tax- 
payer sold the bonds at a capital gain 
only 35 days after purchase. Under the 
terms of the bond indenture, most of 
the bonds could not have been re- 
deemed at the lower price during tax- 
payer’s holding period. Gourielli Estate, 
33 TC No. 43. Similarly, Goldfarb, 33 
TC No. 683. 


Earliest call price determines amortiz- 
able bond premium. Taxpayers com- 
puted their deduction for amortizable 
bond premium (the bonds involved were 
Appalachian Electric and Georgia Power 
Company) by spreading the premium 
over the period from purchase to “spe- 
cial call price.” The government con- 
tended the premium should be com- 
puted from the higher. general redemp- 
tion price. This court affirms the lower 
court’s holding in favor of the tax- 
payer. The special call price was not a 
sham. Parnell, CA-6, 12/17/59. 


Strip mining contractors do not qualify 
for depletion. Taxpayer contracted with 
the owners of coal-bearing land to strip 
mine it. The district court held tax- 
payers entitled to percentage depletion 
on the mined coal. This court re- 
verses. Although taxpayer had a sub- 
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stantial investment in equipment and 
the price for the coal depended on mar- 
ket conditions, he did not have the 
necessary interest in the minerals in 
place to satisfy the Supreme Court’s re- 
quirements for depletion, as set forth in 
Parsons v. Smith (359 P. S. 215), CA-4, 
12/29/59. 


Depletion rate of dolomite is 10%. The 
Tax Court decides that the depletion 
rate for dolomite is limited to 10%. Al- 
though the dolomite might also be 
characterized as metallurgical grade 
limestone which is entitled to a 15% 
rate, the court notes that this is a more 
general classification and taxpayer is 
bound by the rate specifically assigned 
to dolomite. Halqguist, 33 TC No. 36. 


Gravel-size stone can’t qualify as quart- 
zite. Quartzite is hard compact rock 
while sand is hard smali grains. The 
Service rules that sand and gravel are 
size terms, and even though classified as 
quartzite on the basis of geological and 
petrological terms, they cannot qualify 
as quartzite for percentage depletion 
purposes, Rev. Rul. 59-384; 59-385. 


Payment of taxes by lessee of mine is 
depletable income of lessor. Taxpayer 
leased one of his iron ore mines to 
U. S. Steel Corporation. In addition to 
a regular rental, the lessee agreed to pay 
the ad valorem real estate taxes on the 
property. The Tax Court holds that such 
taxes are includible in taxpayer’s gross 
income from the property for purposes 
of computing percentage depletion. 
Higgins, 33 TC No. 18. 


iggregates originally dredged for gold 
qualify for sand and gravel depletion 
Non-acquiescence]. leased 
to remove sand and 
gravel. The property had previously 
been dredge-mined for gold, and in that 
process the aggregates (rock, sand and 
gravel) had been picked up and then 
dumped back on the land after the gold 
had been extracted. The Commissioner 


Taxpayer 


property rock, 


contended that the aggregates thereby 
lost their status as natural deposits, and 
were no longer minerals “in place” so 
as to qualify taxpayer for a percentage 





*xkjindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 











depletion allowance. The court dis- 
agreed. The property had never been 
worked for aggregates; taxpayer was 
working a natural deposit in place for 
the first time and is entitled to the de- 
pletion allowance. Pacific Cement & 
Aggregates, Inc., 31 TC 136, non-acq., 
IRB 50-1959. [Previous acquiescence, 
IRB 1959-23, withdrawn.] 


DEDUCTIBILITY 


*Can’t deduct state income tax on sale 
exempt under 337. Prior to dissolution, 
taxpayer sold assets and the gains on 
the sales were not recognzed under Sec- 
tion 337 of the 1954 Code because they 
were effected within 12 month of liqui- 
dation, etc. However, the gains were 
subject to state income tax. The court 
holds that the provisions of Section 
265, denying deduction for items ap- 
plicable to tax-exempt income, is opera- 


tive here. Hawaiian Trust Co., DC 
Hawaii, 11/24/59. 
Can deduct mine installations that 


merely maintain production. Continued 
production in taxpayer’s mine naturally 
resulted in recession of the working 
faces. In a brief opinion the District 
Court held that installations of equip- 
ment necessary to maintain normal out- 
put in spite of the recession of the 
working faces were an expense and not 
a capital expenditure. This court re- 
mands the case to the District Court. 
Taxpayer installed equipment of vary- 
ing capacities. There is no requirement 
that all of taxpayer’s installations be 
treated alike. Only those necessary to 
maintain normal output solely because 
of the recession of the working faces 
of the mine may be deducted. The Dis- 
trict Court should also 
whether each such expenditure in- 
creases the value of the and 
whether it decreased the cost of produc- 
tion of mineral units. Amherst Coal Co., 
CA-4, 12/15/59. 


determine 


mine 


No bond discount in recapitalization. 
In a recapitalization, debentures and 
common stock were issued in redemp- 
tion of outstanding preferred. The ag- 
gregate fair market value of the former 
was greater than the aggregate fair 
market value of the latter and the point 
ruled on is whether the corporation may 
amortize that excess as a bond discount. 
The IRS rules it may not. The trans- 
action was a mere recapitalization and, 
considering the character of the ex- 
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change, the difference in values cannot 
be treated as a bond discount. However, 
underwriters fees paid by the corpora- 
tion in connection with the exchange are 
a capital expenditure and the portion 
attributable to the debentures is amortiz- 
able over their term. Rev. Rul. 59-387. 


No interest deduction for funds “bor- 
rowed” to “purchase” U. S. bonds. Tax- 
payers borrowed funds on non-recourse 
notes to purchase U. S. bonds, and to 
pre-pay the interest for the entire term 
of the loan. The Tax Court denied the 
interest deductions, ruling that the 
undertakings were mere shams—“elab- 
orate and circuitous tax deduction 
schemes assuming the form of a secur- 
ity investment and incurrence of in- 
debtedness.” It held further that even 
if a valid indebtedness had been 
created, the interest deduction would be 
denied because the transactions had no 
purpose other than the avoidance of 
taxation by creating a tax deduction. 
This court affirms. Lynch, CA-2, 12/17/ 
59; Julian, CA-2, 12/17/59. 


Periodic payment to seller of business 
not deductible after seller’s death. Tax- 
payer purchasing a going insurance 
agency paying $4,000 and agreeing to 
retain the seller’s services for six years 
at not less than $100 per week, to con- 
tinue despite retirement, disablement or 
death of the addition, the 
seller agreed not to compete for a period 
of three years after leaving taxpayer’s 
employ. On the facts, the court holds 
the payments made to the seller during 
his life are payments for services ren- 
dered and are deductible as a business 
expense. after his death, 
weekly payments to his widow are held 
to be nondeductible as payments towards 
the purchase price of the agency. Heller, 
TCM 1959-238. 


seller. In 


However, 


No deduction at dissolution for cost of 
issuing stock. In the year of its final 
dissolution, taxpayer deducted as organi- 
zational expenses the costs of issuing its 
stock several years before. The court 
denies the deduction. The costs of stock 
issuance, except those that qualify under 
specific provision of Section 248 of the 
1954 Code permitting an election to 
amortize these costs, are never deduct- 
ible. Hawaiian Trust Co., DC Hawaii, 
11/24/59. 


Payments for installation of utility serv- 
ices in subdivision are capital improve- 
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ment. A pro-rata portion of the cost of 
installing water lines and meters in a 
real estate development is to be included 
in the cost of each lot for purposes of 
determining gain or loss, even though 
the developer might be reimbursed for 
all or part of such payment. Rev. Rul. 
60-3. 


ACCOUNTING METHODS 


Short-year taxpayer must allocate rent 
income and property taxes. Taxpayer 
corporation owned a building which it 
rented to a sister corporation. On Jan- 
uary 19, 1953, the common parent liqui- 
dated taxpayer (a calendar year corpo- 
ration) and transferred all its assets to 
the sister. On its return for the 19 days 
of 1953 taxpayer included all the Jan- 
uary rental income and deducted $153,- 
000 which was accrued to cover property 
taxes which were assessed just prior to 
the liquidation. Stating merely that tax- 
payer’s short period return did not truly 
reflect its income, the court upholds the 
18/ 
31sts of the rental income and his limi- 


Commissioner’s inclusion of only 


tation of property taxes to 18/365ths of 
the actual assessment. Tennessee Life 
Insurance Co., DC Tex., 11/24/59. 


Deferral of prepaid subscription income 
improper. A publisher of a weekly in- 
vestment letter kept his books and filed 
his returns on the cash basis. Prepaid 
subscriptions were included in net in- 
come in the year received. In his returns 
for 1954 and 1955, without requesting 
permission to change his accounting 
method, he deferred the subscription in- 
come. The court holds the deferral im- 
proper in that the prepaid subscriptions 
were received under a claim of right 
without restriction as to disposition, and 
were therefore includable in income in 
the year of receipt. Schaefer, TCM 1959- 
229. 


Price indexes for July 1959. The July 
1959 Bureau of Labor Price Indexes are 
acceptable for use by department stores 
retail and 
Rev. 


employing the 
LIFO methods. 


inventory 
Rul. 59-390. 


WHAT IS INCOME 


Embezzled funds are taxable income. 
‘Taxpayer embezzled over $700,000 from 
a union 
The 
taxable. 


insurance 
held 
affirms, 


and 
District 
This following 
the Supreme Court decision in Rutkin 


an company. 


Court these funds 


court 
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(348 U.S. 130). James, CA-7, 12/29/59. 


Receipts after 1942, in respect of dece- 
dent dying in 1931, not taxable. Tax- 
payer’s husband, a lawyer, died in 1931. 
His law partnership agreement had pro- 
vided that on the death of either part- 
ner the survivor would pay the de- 
cedent’s beneficiary his interest in pend- 
ing cases. Taxpayer was forced to bring 
suit and in 1952 collected this and other 
amounts due her. The court decides 
that the portion applicable to- profit 
earned prior to her husband’s death but 
not received until thereafter is not tax- 
able income. It was corpus of the estate 
and the present law taxing payments of 
this kind as income in respect of a 
decedent is not applicable to this de- 
cedent. The court concedes that the 
language of the statute does not clear- 
ly indicate whether it applies to receipts 
after 1942 or receipts with respect to a 
decedent dying after 1942.. However, it 
concludes from the legislative history 
that the latter is intended. Tighe, 33 
TC No. 62. 


Taxability of allowances paid govern- 
ment outside U.S. The Service discusses 
the tax treatment of the various allow- 
ances differentials 
civilian employees of the U. S. stationed 
outside the continental U. S. Rev. Rul. 
59-407. 


and received by 


WHOSE INCOME 


Timber producer gets exempt excess 
output exclusion. Taxpayer corporation 
was the wholly owned subsidiary of a 
lumber company. The parent had a 
logging contract to purchase 
from the U. S. Forest Service. Under an 


timber 


oral agreement with its parent, tax- 
payer was to carry out the terms of the 
contract. The parent had the right of 
first refusal at current market prices on 
all timber logged. Taxpayer used its 
own registered brands, and invested over 
$100,000 in logging 
roads. About 55% of the timber logged 
under the contract was sold to parent, 
and the rest in the open market. On the 
facts, the holds that 
qualifies as a timber producer under 
the 1939 Code, and is entitled to the 
exclusion from excess profits net income 
for excess output. Anderson & Middle- 
ton Logging Co., DC Wash., 1/15/59. 


construction of 


court taxpayer 


EPT relief denied distillery. Since tax- 
payer came into existence after 1939, 


it had to compute its EPT credits based 
on the invested capital method. Tax- 
payer sought Section, 722 relief on the 
ground that its invested capital was ab- 
normally low and this resulted in an 
inadequate EPT credit. The Tax Court 
denies relief, holding that taxpayer 
failed to prove its invested capital was 
abnormally low. Gulf Distilling Corp., 
33 TC No. 46. 


Term Thrift Certificates are borrowed 
capital for EPT credit. The Tax Court 
decides that Term Thrift Certificates are 
includible in an industrial loan com- 
pany’s borrowed capital for purposes of 
determining its Korean War EPT credit. 
Valley Morris Plan, 33 TC No. 64. 


WHEN IS IT INCOME 


Oklahoma tax accrues on January I. 
In Oklahoma, ad valorem real estate 
taxes become a liability of the owner of 
the property on January | and a lien 
against the property on that date. The 
actual tax rate is fixed in April or May. 
Even though the amount is not then de- 
terminable, the court the tax 
accrues for Federal income tax purposes 
on January 1. Oklahoma Natural Gas 
Co., DC Okla., 12/30/59. 


holds 


Gain on sale of farm taxable; it was 
not a residence. Taxpayer sold a farm 
and reinvested the proceeds in the con- 
struction of a house which became his 
principal residence. The Tax Court 
rules that the gain on the sale is tax- 
able. The non-recognition rules are in- 
applicable since the farm had not been 
taxpayer’s principal residence. Stanley, 
33 TC No. 67. 


Royalty prepayments not deferrable in- 
come despite repayment possibility. Tax- 
payer sold its business, the price being a 
percentage of the buyer’s sales there- 
after. The buyer paid $52,000 down and 
agreed to assume the liability for mer- 
chandise credits due~ taxpayer’s cus- 
tomers. Both the $52,000 and the credit 
liabilities were to reduce the royalty 
payments. Taxpayer and the Commis- 
sioner agreed that the $52,000 advance 
was income in the year of receipt. Tax- 
payer treated the payment of the liabili- 
ties by the buyer as income to it in the 
year of that payment (all were loss 
years). The Commissioner seized upon 
the fact that taxpayer was obligated to 
reimburse the buyer for these liability 
payments should they exceed earned 
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royalties. Because of the contingent obli- 
gation to repay, the Commissioner de- 
ferred the income to later years (here at 
issue) when covering royalties were 
earned. The Tax Court holds that the 
possibility of repayment did not defer 
accrual of the income. Consequently, 
the Commissioner erred in including 
payments made in former years in in- 
come in the year covered by earnings. 
Perfumers Manufacturing Corp., 33 TC 
No. 59. 


OTHER DECISIONS 


Commissions taxable in the year ac- 
crued [Acquiescence]. Because taxpayer 
had not shown that he was not on an 
accrual basis, commission income is held 
taxable to him in the year it accrued. 
Bryan, 32 TC No. 10, acq., IRB 50-1959. 


Property was held in joint tenancy, not 
community; basis determined. Taxpaver 
and her husband moved to New Mexico, 
a community property state, in 1916 
and orally agreed (the agreement was 
written down in 1943) to share equally 
in the profits of their business and that 
each would hold a one-half interest as 
other in 
purchased with profits 
1938, the New 
Mexico Supreme Court held that hus- 


tenant in common with the 
all property 
from the business. In 
bands and wives could not by agree- 
ment change the character of commun- 
argued that 
under the law in effect at the time of 
the written she could 
character of 


ity property. Taxpayer 


agreement, not 
change the community 
property. Accordingly, she argued that 
she had a community interest in her 
husband’s property and is entitled to use 
the value of the property at the time of 
Tax Court 
The court, noting that the 
taxpayer’s interest is 


his death for her basis. The 
disagrees. 
lature of con- 
trolled by state law, finds that the 1952 
decision operated retroactively so that 
held the 
property as tenants in common before 
died. 


taxpayer and her husband 


he husband Accordingly, tax- 
payer’s basis for computing gain or de- 
preciation was half of the adjusted cost 
f the property and not its value at the 
time of her husband’s death. Massaglia, 


33 TC No. 47. 


Can’t capitalize non-deductible interest 
paid to carry endowment policies. Tax- 
payer borrowed to purchase a number 
of single-premium endowment policies. 
The interest paid is specifically non- 


deductible under Section 264 of the 
1954 Code. Upon maturity of the poli- 
cies, taxpayer seeks to add the interest 
to the premiums in determining his cost 
upon which gain is computed. The dis- 
trict court found no authority for capi- 
talizing this interest and denied the 
claim. The gain is ordinary income, 
not capital gain, since there is no sale 
or exchange and the maturity of the 
policies is not retirement of a corporate 
obligation. This court affirms. Chapin, 
CA-2, 11/27/59. 


GM bonus received after quitting is 
business income for NOL. In 1949, 
taxpayer was awarded a bonus payable 
in installments over a 5-year period by 
his employer, General Motors Corpora- 
tion. In 1950, taxpayer terminated his 
employment and opened his own auto- 
mobile agency. He continued to receive 
the bonus installments through 1954, a 
year in which his business sustained a 
loss. In computing the net operating loss 
carryback to 1952, taxpayer treated the 
1954 bonus payment ($2,000) as non- 
business income and therefore claimed 
that he was entitled to offset nonbusi- 
ness deductions of $2,000. In comput- 
ing a net operating loss carryback, the 
Code allows nonbusiness deductions 
only to the extent of nonbusiness in- 
The that the 
bonus payment was business income and 


come. Tax Court rules 
accordingly the nonbusiness deductions 
are not allowable. For net operating 
loss purposes, wages are business income 
and the bonus was additional salary. It 
is immaterial, says the court, that the 
bonus was paid for services performed 
in prior years. Swisher, 33 TC No. 57. 


Bad debt deduction for partner denied. 
Taxpayers were partners with one 
Sparks in the business of trading in 
government bonds. After several losses, 
taxpayers elected to dissolve the part- 
nership in 1946. Sparks refused to pay 
his share of the loss which was $27,000. 
Taxpayers claimed a bad debt deduc- 
1946 for it. 


year, 


However in the 
filed an action 
against him. He counterclaimed for $50,- 
000, the case was settled in 1951 
when Sparks paid $12,500 to taxpayer. 
Though the government conceded that 
any judgment recovered against Sparks 
1946, 
While 
Sparks was judgment-proof in 1946, the 
claim was unliquidated. At that time, 
taxpayers may have been indebted to 


tion in 


same taxpayers 


and 


would have been uncollectible in 
the court denies the deduction. 
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Sparks. The settlement in 1951 may not 
be related back to 1946, nor may a 
1946 deduction be taken for a business 
loss. Kugel, DC N. Y., 12/22/59. 


Payor of taxes was life-tenant; she may 
deduct them. Taxpayer's husband died 
in 1933 at which time taxpayer waived 
her interests under his will and elected 
her statutory right of dower with respect 
to certain real property. Upon a later 
transfer of the properties to a bank, 
[apparently as a trustee under a family 
property arrangement. — Ed.] taxpayer 
released her dower and other interests 
in return for the right to occupy the 
property for the rest of her life, rent 
free, as long as she paid the taxes, re- 
pairs, insurance etc. Taxpayer claimed 
a deduction for real estate taxes paid. 
The Commissioner disallowed the de- 
duction on the ground that taxpayer 
was not legally liable for the tax since 
it was assessed against the bank. Further, 
argued the Commissioner, the agreement 
with the bank created a_lessor-lessee 
arrangement wherein the payments were 
in the nature of rent. The Tax Court 
The court finds 
with the bank 
created a life tenancy under which tax- 


allows the deduction. 


that the agreement 
payer had a duty to pay the taxes. 
Further, taxpayer's failure to pay these 
taxes would have caused her to lose her 
life interest in the property. The court 
also allows a deduction for the cost of 
cleaning up the property after a hurri- 
cane and the portion of the storm loss 
applicable to taxpayer’s life interest. 
Steinert, 33 TC No. 52. 


Bad debt disallowed on “loan” to son. 
Taxpayer claimed a bad debt deduction 
on a loan to his son which was not re- 
paid. There was no written record of the 
Taxpayer testified that he 
would not have taken steps to collect 


transaction. 


from his son as he would have with an 
outsider. The court finds a gift was in- 
tended rather than a loan, although tax- 
payer probably would have taken the 
money back if the son had been able 
to repay. Dormeyer, DC Calif., 12/15/ 
59. 


Bad debt reserves determined. In a con- 
solidated proceeding. involving seven 
related corporations engaged in making 
loans to farmers, the court determines 
from the evidence the allowable addi- 
tions to bad debt reseves for each. 
Emmetsburg Production Credit Assn., 
DC Iowa, 12/10/59. 
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Fighting a T & E disallowance 


requires good knowledge of the cases 


by CLIFFORD G. WARD 


Most rules governing deductibility of travel and expenses payments are fairly 


clear; contested cases usually turn on the facts. This article cites the leading cases 


which the tax advisor should use to (1) keep his client on the right track, and (2) 


back up his position if the IRS questions the deduction. The author points out, 


however, that there are some confused areas of law which keep changing the picture. 


AS WORKING (and talking) knowl- 
edge of the decided cases pays off 
and entertainment de- 
ductions than almost anywhere else in 
While certain rules are still 
not crystallized, most litigation turns on 
facts. How you handle your facts is the 
key to Because of the in- 
creasing hue and cry over chiseling on 
expense accounts, I have examined the 
cases and other sources of information 
which bear on deductibility today, with 
the thought that a guided tour through 
the important ones will help tax men in 


more in travel 


taxation. 


your case. 


coming months. 


Travel v. commuting 


The premise that the expense of com- 
muting to a permanent place of em- 
ployment is not allowable as a deduc- 
tion is well understood by tax prac- 
titioners but not by all taxpayers. For 
purpose of explanation to the dubious 
it may be stated that the rulings of the 
Commissioner are consistent and of long 
standing,! that it was considered and 
the expense not allowed in one of the 
first BTA cases,? that the U.S. Supreme 
Court has spoken,’ and that Congress 
has accepted the premise of non-de- 
ductible commuting expense when re- 
vising the treatment of other expenses 
in connection with employment.‘ An in- 
teresting side-light is that the BTA 
leaned on two English cases for their 
authority.5 

Traveling expenses to and from a 
secondary place of employment are de- 
ductible. Such expenditures may arise 
from either one of two circumstances, 


(a) a temporary assignment to another 
post of duty or (b) two places of busi- 
ness or employment. If you regularly 
work in two or more separate areas, 
your tax home is the general area of 
the principal business or employment. 
You are considered away from home 
when you are away from that general 
area, even while working at your minor 
place of business or employment. The 
more important factors in determining 
the principal place of business or “ 
home” are: 

(a) the total time ordinarily spent at 
each location 

(b) the degree of the taxpayer’s busi- 
ness activity at each 

(c) the financial return from each 
area.® 


tax 


What is “tax home”? 


Many people find it difficult to un- 
derstand the “tax home” concept. The 
position of the IRS? is: 

“Home, ordinarily means the place 
where you and your family live. How- 
ever, for the purpose of deducting trav- 
eling expenses, your home is your place 
of business, employment, station, or post 
of duty, regardless of where your family 
SEVER, + 

“The entire city or general area in 
which your employment or other busi- 
ness is located is your tax home. It is 
not limited to a particular building or 
property.” 

In instances of long-distance, irregular 
travel that position can cause hardship 
—and in the view of many taxpayers 
and as expressed by one Justice,’ in- 








equity. In the Flowers® case the U.S. 
Supreme Court stated: 

“The Tax Court and the administra- 
tive rulings have consistently defined it 
as the equivalent of the taxpayer’s place 
of business.” 

That case has been cited well over 
100 times and has often been referred 
to as an authority for the business 
home concept; however, in its opinion 
the Supreme Court stated: 

“The meaning of the word ‘home’... 
with reference to a taxpayer residing 
in one city and working in another has 
engendered much difficulty and litiga- 
tion. . . . We deem it unnecessary here 
to enter into or to decide this con- 
flict.” 

Four judges of the Tax Court agree 
with such a limitation and stated their 
viewpoint in a recent decision.1° 

The position of the IRS on “away 
from home” is firmly established and 
well known, though courts have some- 
times disagreed. Although local trans- 
portation is allowable, meals and other 
traveling expenses will not be allowed 
unless the taxpayer is away from the 
entire city or general area in which the 
business premises or place of employ- 
ment is located.11 By extending this 
premise the Service, and in most in- 
stances the Tax Court, has construed 
the term “away from home” to include 
“overnight.” 


Arguments on “away from home” 


Arguments on this point have been 
lost by most taxpayers; however, if you 
want to try again the Tax Court says: 

“*Travel ... while away from home’ 
in its ‘plain, ordinary and popular’ 
sense means precisely what it says. It 
means travel while away from one’s 
home. There is no connotation that the 
trip must be an overnight one, nor do 
we think Congress intended such a 
connotation.”12 

The First Circuit takes a different 
approach but arrives at about the same 
end. It says: “Should the phrase ‘away 
from home’ be interpreted to mean 
‘away from home overnight?’ 

“We will assume . . . that the ‘widely 
separated locations’ test is in addition 
to the ‘overnight’ requirement and not 
in substitution therefore. If so, the ap- 
parently plain meaning of a simple and 
unambiguous phrase is transformed 
thereby from ‘while away from home’ 
into something like ‘while far away from 
home overnight’. 

“It seems to us that such changes 
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are more in the nature of legislation 
than interpretation and accordingly go 
beyond the rule-making power of the 
Internal Revenue Service.’’13 

The Eighth Circuit gives some sup- 
port to this view: 

“One may honestly and reasonably be- 
lieve that in drafting a taxing act Con- 
gress uses the language which most 
nearly expresses the legislative intent, 
and that if the language used fails 
properly to express that intent, correc- 
tions should be made by Congressional 
action and not by Treasury regulations 
or by judicial construction. This is not 
to say that the language of such an act 
should not be accorded its full meaning 
or should be given an unduly restricted 
interpretation or one which will de- 
feat a clearly apparent Congressional 
purpose. It seems to us, however, that 
neither the taxing authorities nor the 
courts are justified in virtually amend- 
ing a taxing act because they are of the 
opinion that Congress may have had 
or should have had a different intention 
than that which was expressed in the 
There would seem to be nothing 
unreasonable in a rule of construction 
which requires legislative bodies, in en- 
acting taxing statutes, to use language 
of sufficient clarity to be understood 
yy an ordinarily intelligent taxpayer as 
well as by those who are required to ad- 
minister and interpret the statutes,’’14 


act. 


Temporary employment or assignment 

The Tax Court recently (9/30/59) 
said that travel expense was not allow- 
able when successive 90 day “travel 
orders” covered a period of 14 months 
work.14a The court discussed the some- 


\ times fine line of distinction between 


—— 


| 
| 


| 


temporary and indefinite assignments 
and indicated that although there is lit- 
tle or no record of legislative history 


SM 1048, 1 CB 101; Reg. Sec. 1.162-2(e). 

Frank H. Sullivan, 1 BTA 93 (1924). 

J. N. Flowers, 326 U.S. 465, 66 S. Ct. 250 (1946). 

Sen. Fin. Comm. Report #1622, p. 9. 

Cook v. Knott, 2 Gr. Brit. Tax Cases 246, Revell 
Directors, etc., 3 Gr. Brit. Tax Cases 12. 

Rev. Rul. 55-604, 1955-2 CB 49; Rev. Rul. 54-497, 

-2 CB 75; 1959 “Your Federal Income Tax,” 

45; Douglas A. Chandler, CA-1 226 F.2d 467 
Joseph H. Sherman, Jr., 16 TC 3382 





’ p. 42; see also 
23672, 1943 CG 66 and IRS Pub. #300. 
dissenting opinion Mr. Justice Rutledge, 
Flowers case. 
J. N. Flowers, 326 U.S. 465, 66 S. Ct. 250 (1946). 
Comments by Atkins, Opper, Raum, and For- 
rester, JJ, Kermit L. Claunch, 29 TC 1047 (1958). 
GCM 23672, 1943 CB 66; Rev. Rul. 54-497, 1954-2 
CB 75. 
2 Kenneth Waters, 12 TC 414 (1949). 
Douglas A. Chandler, CA-1, 226 F.2d 467. 


to explain the intent of Congress in 
enacting what are now Sections 162(a) 
and 262, it appears that the purpose 
of allowing deductions for business 
travel expenses while away from home 
was to equalize the burden between the 
taxpayer whose employment requires 
travel and the taxpayer whose employ- 
ment does not. In order for such ex- 
penses to be deductible as an expense 
of business travel they must be incurred 
while the taxpayer is temporarily living 
and working away from his “tax home.” 
The Tax Court stated: “It is also the 
generally accepted interpretation of 
‘temporary’ employment that its ter- 
mination can be forseen within a fixed 
or reasonably short period of time.” 

Of the many cases generally cited on 
this point, most have been adverse to 
the taxpayer.14b But taxpayers do win 
sometimes, as these few decisions!5 show. 


Tools of a trade, business or profession 


Early last summer (6/29/59) a district 
court case illustrated the taxpayer's 
problem in transporting tools or equip- 
ment from residence to place of work.16 

Thurman Teague plays a bass fiddle. 
He used his car to travel between his 
residence and the places in the greater 
Los Angeles area where he performed. 
The question of deductibility of his au- 
tomobile and parking expenses was tried 
before a district court jury which (by 
following the instructions of the court) 
that the expenses constituted 
commuting. The court held that the 
commuting expense 


found 


was not in- 
creased by reason of the fact that in so 
traveling he also transported with him 
his bass violin.” 

But, is it practical!? to commute from 
residence to place of work and let your 
bass violin get there by itself? In some 
other instances the courts have con- 
sidered the costs of operating an auto- 
mobile or truck for transportation of 
tools or equipment and have adopted a 
more reasonable attitude. The facts in 


14 Rebsamen Motors, Inc., CA-8, 128 F.2d 584. 

14a John J. Harvey, 32 TC No. 135, (9/30/59). 

4b J, N. Flowers, 326 U.S. 465, 66 S. Ct. 250 
(1946); Arnold P. Bark, 6 TC 851 (1946); John D. 
Johnson, 8 TC 303 (1947); Jerome M. Ney, CA-8, 
171 F.2d 449 (1948); Beatrice H. Albert, 13 TC 129 
(1949); Henry C. Warren, 18 TC 205 (1949); 
Gunnar Van Rosen, 17 TC 834 (1951); Michael J. 
Carrell, 20 TC 382 (1953); James R. Whitaker, 24 
TC 750 (1955); James E. Peurifoy, CA-4 (rev’g 
27 TC 149) 254 F.2d 483 (1957), aff’d 358 U.S. 59, 
see comment 10 JTAX 2, pp. 107-109; Kermit L. 
Claunch, 29 TC 1047 (1958); Estil L. Cook, 17 
TCM 367 (1958) and Darrell Spear Courtney, 32 
TC No. 33, 5/12/59. : 
15 Chester D. Griesemer, 10 BTA 386 (1928); 
Charles D. Coburn, CA-2, 188 F.2d 763 (1943); 
William R. Wallace, Jr.-Ina Claire Wallace, CA-9, 
144 F.2d 407 (1944); Harry F. Schurer, 3 TC 544 
(1944) and E. G. Leach, 12 TC 20 (1949). 

16 Thurman Teague, SD Cal. (6/29/59). 

17 j.e.—Evelyn F. Gregory, 293 U.S. 465, 55 S. Ct. 
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most of these cases, however, lean more 
on a transportation from job to job or 
place of business to work situs rather 
than from residence to place of work.18 
[However, a case handed down last 
month on similar facts favored the tax- 
payer-musician—see discussion of Rice 
on page 165.—Ed.]} 


Personal tax problems * 


What is “ordinary and necessary” 


Neither the statute!® nor the regula- 
tions define “ordinary and necessary” or 
“trade or business.” CA-3 says: 

“It may well be that a question of 
what is ‘ordinary and necessary’ in a 
business man’s expenditures is not a 
subject appropriate for litigation.”20 

Few definitions have appeared. One 
early statement which may still be per- 
tinent is: 

“Business expenses are those incurred 
in producing, or in the expectation of 
producing, revenues to the business, as 
distinguished from expenses incurred for 
the convenience, comfort, or economy 
of the individual in pursuing his busi- 
ness. They are the expenses necessarily 
incurred in the performance of his busi- 
ness duties, and not those incurred by 
the individual for his personal comfort 
or convenience,”21 

The USS. Supreme Court has stated: 
“Whether an expenditure is directly re- 
lated to a business and whether it is 
ordinary and necessary are doubtless 
pure questions of fact in most in- 
stances.”’22 

A definition of business from Bouvier’s 
Law Dictionary has been used by the 
Treasury Department and mentioned 
the U.S. Supreme 
Court.?4 As defined, business is: 

se that which occupies the time, 
attention, and labor of men for the pur- 
pose of livelihood or profit, but it is 
not necessary that it should be the sole 
occupation or employment. It embraces 
everything about which the person can 
be employed.” 

There is no statutory requirement that 


with approval by 


266 (1935); James E. Tyler, Jr., 281 U.S. 497, 50 
S. Ct. 356 (1929) ;Ozark Chemical Company, CA- 
10, 125 F.2d 1 (1941), cert. den. 316 U.S. 695, 62 
S. Ct. 1291 and Carl E. Weller and Emily I. Wel- 
ler, CA-3, 9/9/59, aff’g 31 TC No. 4 and No. 5. 

18 Rev. Rul. 56-25, 1956-1, CB 152; Conrad P. 
Stephan, 11 TCM 182 (1952); C. W. Carey, 6 BTA 
539 (1927); Charles Crowther, 28 TC 1293 (1957) 
CA-9, 7/29/59; Benjamin C. Allenby, 16 TCM 937 
(1957); Henry P. Canclini, 16 TCM 1127 (1957); 
Francis Eaton, 17 TCM 60 (1958); William L. 
Huer, Jr., 32 TC No. 83, 7/23/59; William J. 
Steele, TCM 1959-180 (9/25/59), and Roy V. Carl- 
son, DC Ida. (10/2/59). 

19 IRC Sec. 162(a). 

20 Chester Distributing Co., CA-8, 184 F.2d 514 
(1950). 

a Frank H. Sullivan, 1 BTA 93 (1924). 

25. B. Heininger, 320 U.S. 467, 64 S. Ct. 249 
23 GCM 7133, VIII-2 CB 85. 

% Flint v. Stone Tracy Co., 220 U.S. 107, 31 8. Ct. 
342. 
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the expense be reasonable in amount 
although the Commissioner’s regulations 
state: “Only such traveling expenses as 
are reasonable and necessary in the con- 
duct of the taxpayer’s business and di- 
rectly attributable to it may be de- 
ducted.”25 The instructions for the 1958 
Form 1040 and the 1959 edition of the 
booklet “Your Federal Income Tax” 
used the words “ordinary and necessary.” 

In the courts, the Sixth Circuit has 
held that “ordinary and necessary” in- 
cludes a requirement of reasonableness, 
at least in cases considering deductible 
compensation.?6 


What is “reasonable”? 


What is reasonable depends upon all 
the related circumstances. Several cases 
offer examples, a few of which are: 

* The expense of entertaining sup- 
pliers may not be large when compared 
to the amount of supplies purchased by 
the taxpayer.?7 

¢ The reasonably expected business 
returns may be in keeping with the 
amounts expended?8 

¢ Substantial fees or profitable con- 
tracts may result from associations made 
at golf clubs9 

¢ Entertaining of buyers may be re- 
quired when demand for his products 
is greater than the taxpayer can sup- 
ply®° 

Although it may not be necessary to 
show that the travel or entertainment 
expense actually resulted in identifiable 
benefit, the taxpayer’s position is cer- 
tainly improved if the business benefit 
can be demonstrated.31 

One method of establishing that an 
expense is ordinary and necessary is to 
show that competitors incur the same 
kind of expense to advance their busi- 
ness interests. Under such circumstances 
the taxpayer may have no alternative 
but to make similar expenditures in 
order to maintain his business posi- 
tion.32 If competitors do not incur simi- 
lar expenses, the taxpayer may be able 
2% Reg. Sec. 1.162-2(a). 

26 Lincoln Electric Co., CA-6, 176 F.2d 815 (1949). 
27 Rodgers Dairy Co., 14 TC 66 (1950). 

28 William H. Limerick, 9 TCM 465 (1950). 
2 Todd W. Johnson, DC Cal., 45 F. Supp. 
(1941), rev’d on other grounds, 135 F.2d 125. 
39 James Schulz, 16 TC 401 (1951). 

“1 Charles D. Long, 32 TC No. 46 (5/29/59). 
82 Canton Cotton Mills, 94 F. Supp. 561 (Ct. Cl., 
1951). 

33 Richard A. Sutter, 21 TC 170 (1953). 

*% Rodgers Dairy Co., 14 'TC 66 (1950). 

35 Clyde A. Armstrong, 6 TCM 997 (1947); Todd 
W. Johnson, DC Cal. 45 F. Supp. 377 (1941), rev'd 
on other grounds, 135 F.2d 125. 

3% H. H. Bowman, 16 BTA 1157 (1929). 

37 Abe Wolkowitz, 8 TCM 754 (1949); Popular Dry 
Goods Co., 6 BTA 78 (1927), IT 2529, IX-1 CB 298. 
% Edwin R. Fisher, 11 TCM 607 (1952). 

40 Richard A. Sutter, 21 TC 170 (1953). 


41 Rev. Rul. 55-57, 1955-1 CB 315; Rev. Rul. 56-168, 
1956-1 CB 93. 
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to show that such expenditures produce 
better business results for him. 


Illustrations of business expenses 


The kinds of business expenses 
claimed as deductions in income tax re- 
turns appear to be limited only by the 
taxpayer’s imagination. 

Entertainment expenses might be in- 
curred to enhance business prestige or 
to create something akin to goodwill,33 
to curry the favor of suppliers,34 or to 
retain existing customers or to obtain 
new customers.35 The purpose may be 
to create favorable publicity? or, by 
diverse methods, to improve morale of 
employees.37 

Difficulty may be encountered if the 
expense claimed is the entertainment 
of a customer who is also a close per- 
sonal friend.8® Another problem of in- 
dividuals is the possible disallowance of 
their own normal costs in connection 
with entertainment while not away from 
home.4° The expense of a wife accom- 
panying the taxpayer on a business trip 
or to a convention has been considered 
in the past;41 a 1959 ruling?? sets forth 
the position that expenses of attending 
a convention or meeting as an ap- 
pointed or elected delegate does not 
entitle the taxpayer to a deduction. In 
order to be deductible the expenses 
must be incurred in carrying on the 
taxpayer’s own trade or business ac- 
tivities. 

A recent bright spot in the murky, 
cloud-hung sky of entertainment deduc- 
tions is a case tried before a jury in 
the U.S. District Court, Wisconsin.4% 
The all too prevalent technique of dis- 
allowing corporation deductions of ex- 
pense and then taxing those 
items to an officer-stockholder was used 
by the Commissioner. The 
volved included use of a swimming pool 
owned by the corporation and located 
on land adjacent to the officer’s home, 
use of residence for entertainment, and 
travel expenses. The jury held for the 


items 


items in- 


42 Rev. Rul. 59-316 (9/28/59). 

43 Doughboy Industries, Inc., DC Wis. (5/14/59). 
44 Joseph B. Greenberg, et al., DC Cal. (5/8/59). 

* Rodgers Dairy Co., 14 TC 66 (1950). 

46 Dave S. Joseph, 1 TCM 105 (1942); Lucien I. 
Yoemans, 5 TC 870 (1945). 

47 Paramount-Richards Theatres, Inc., CA-5, 153 
F.2d 602 (1946). 

48 Stanley C. Olson, 17 TCM 287 (1958). 

*? Among the cases not referred to elsewhere in 
this section are: Moline Dispatch Publishing Co., 
11 BTA 934 (1928); L. J. Christopher, CA-DC, 
55 F.2d 527 (1931); C. W. Murchison, CA-5, 76 
F.2d 641 (1935); Fred W. Leadbetter, 39 BTA 629 
(19389); Charles A. Rogers, CA-6, 111 F.2d 987 
(1940); Atlanta Concrete Pipe Co., 2 TCM 831 
(19438); Flora Regensburg, et ux, CA-2, 144 F.2d 
41 (1944); Chester Distributing Co., Inc., 8 TCM 
689 (1949), aff'd CA-2, 184 F.2d 514 (1950); Louis 
Greenspon, 23 TC 138 (1954), rev’d on other 


grounds CA-8, 229 F.2d 947 (1956); Thomas W. 
Briggs, 15 TCM 440 (1956); Marvin T. Blackwell, 








taxpayers and allowed about 95% of 
the amounts claimed. Another recent 
U.S. District Court decision** favoring 
the taxpayer allowed 75% of the operat- 
ing costs and depreciation of a boat and 
75% of a loss sustained when it was 
sold; however, in addition to the not 
unusual entertainment factor the al- 
lowance was based on the fact that the 
boat was used for testing and experi- 
menting with marine paints, a part of 
the taxpayer’s business. 


Officer-Stockholder 


It is well established that if an em- 
ployee receives funds or other value 
(such as the use of an automobile, 
country club membership, charge ac- 
counts) and except for incidental pay- 
ments such as cabs and tips can not 
account for the disbursements or can 
not show the business purpose of the 
disbursements, he must include the ex- 
cess of receipt (or benefit derived) in 
his income and may deduct only the 
amount which can be established as 
having been spent for business pur- 
poses. 





The Rodgers Dairy Co. case* also in- 
volved a restaurant and an individual. | 
One of the items considered was the 
treatment to be accorded auto expense. 
The Tax Court stated, in part: 

“. . . a finding has been made that | 
10 per cent was non-business use. It fol- 
lows that DeLucia should deduct only 
90 per cent of his expenditure in con- 
nection with the chauffeur, and that the 
equivalent of 10 per cent of the cost of 
operating the automobile and 10 per 
cent of the depreciation for 1941 was 
properly included in his income as ad- 
ditional compensation from Brass Rail, 
being the approximate value of his per- | 
sonal use of the car.” (emphasis added) | 
Of the cases generally cited, few others 
have considered unsubstantiated ex- 
penses to be additional compensation.*¢ 

The Paramount-Richards Theatres 
case*? considered a problem in connec- 


15 TCM 962 (1956); M. L. Cottingham, 15 TCM 
987 (1956) and American Properties, Inc., 29 TC 
1100 (1957). 

5° Oreste Casale, 26 TC 1020 (1956). However, see 
note 51. 

51 Oreste Casale, CA-2, 247 F.2d 440. 

52 A. D. Crews, 11 TCM 511 (1952). 

583 B.S. Frischkorn, 7 BTA 431 (1927). 

% Hal E. Roach, 20 BTA 919 (1930). 

% Carl J. Schmidlapp, CA-2, 96 F.2d 680 (1938). 
5% Cecil P. Stewart, 5 TCM 229 (1946); Fred F. 
Fischer, 6 TCM 620 (1947); Alexander Milne, Jr., 
8 TCM 858 (1949); Jacob M. Kaplan, 21 TC 134. 
5 Rev. Rul. 57-502, 1957-2 CB 118. 

57a Horace E. Podems, 24 TC 21 (1955); Eugene J. 
Rogers, TC Memo (10/20/59). 


5%» Barnhill-Winborne, CA-4, 148 F.2d 918 (1945). \ 


58 James A. Emmert, DC Ind. 146 F. Supp. 322. 
5 Rev. Rul. 54-497, 1954-2 CB 75. 

60 Reg. Sec. 1.162-17(d) (3). 

*1 Rev. Rul. 54-195, 1954-1 CB 47. 

®2 George M. Cohan, CA-2, 39 F. 2d 540 (1930). 
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tion with life insurance. The principle 
set forth by the Fifth Circuit has often 
been used in cases where the taxpayer 
was an officer as a stockholder of his em- 
ployer. 

“Corporate earnings may constitute a 
dividend notwithstanding that the for- 
malities of a dividend declaration are 
not observed; that the distribution is 
not recorded on the corporate books as 
such; that it is not in proportion to 
stockholdings, or even that some of the 
stockholders do not participate in its 
benefits. Nothing in the statute or de- 
cisions warrants the view that a divi- 
dend distribution loses its character as 
such and becomes a deductible business 
expense merely because stockholders do 
not benefit equally from the distribu- 
tion.” 

In the Olson case48 the Tax Court 
considers and comments on the addi- 
tional compensation question as fol- 
lows: 

‘For completeness, we refer briefly to 
the contention that, to the extent we 
might otherwise disallow any part of 
the claimed travel, entertainment and 
automobile expenses as deductions by 
the corporation, we should allow such 
amounts as deductions for additional 
salaries or other compensation paid to 
the Olson brothers as corporate officers. 
This is obviously an afterthought. There 
is nothing in the record to show that 
any such additional compensation was 
intended or expected, and the record 
fails to support the view that any such 
amounts, when related to the substantial 
salaries, commissions and bonuses ac- 
crued to or received by each of the 
brothers . . . were reasonable.” 

The proportion of cases holding that 
unsubstantiated expenses are, in effect, 
dividends is high. This is understand- 
able since allowance of deductions to 
the corporation as additional compen- 
sation would probably not be litigated. 
[he field for research is broad.49% 

In the Casale case5° the Tax Court 
considered the principle in connection 
with the funding of a deferred compen- 
sation agreement and stated: 

“It is equally well settled that where 
a dominant stockholder withdraws or 
disburses corporate funds for his per- 
sonal use, there being no intention of 
repayment, the amounts so disbursed are 
the equivalent of corporate distribu- 
tions, the formality of the transaction 
notwithstanding.” 

The Second Circuit5! found that the 
taxpayer received no immediate per- 


sonal benefit and reversed 
Court. 


the Tax 


Employee’s expenses 

If the expense is borne by a sub- 
ordinate employee he should be able 
to prove that it was incurred at the 
request of the employer.5? 

Various agents (usually in Office 
Audit) in different districts have asked 
an old favorite question when deduc- 
tions were claimed for business expenses 
not reimbursed by the employer: 

“If these are business expenses why 
were they not paid by the employer?” 

This concept may have arisen over 
30 years ago in the Frischkorn case53 and 
was more universally applied after the 
Roach case.54 The point also arose in 
the Schmidlapp case55 where the tax- 
payer was a vice president of a bank 
which expected that as a part of his 
duties he would entertain at his own 
expense visitors whose favor the bank 
desired. Judge Learned Hand’s com- 
ment on the expenses borne by the in- 
dividual should have disposed of the 
argument. He stated: 

“It is no answer to say that they were 
for the bank’s benefit; so were all the 
taxpayer’s services; if it did in fact give 
him to understand that he was to ex- 
tend a factitious hospitality in its in- 
terest, the cost of it was a necessary 
expense of his office.” 

Unfortunately, the argument has been 
revived56 and continues to plague indi- 
vidual taxpayers and their advisors. The 
agent’s request for a letter from the 
employer or a corporate resolution in- 
dicating the expense must be borne by 
the employee arises from a 1957 ruling.57 


Agents, judges and congressmen 


The returns filed by revenue agents 
are reviewed and at least two went into 
the courts to argue about automobile 
expense deductions. In those cases,57a 
the Tax Court emphasized the principle 
that expenses for which the taxpayers 
could have their 
employer had they made claims there- 
for, are not necessary expenses of the 
taxpayers although paid by them. 

Justices of the North Carolina 
Supreme Court incurred traveling ex- 
penses between their homes in the dis- 
tricts from which they were elected and 
the court which was located in the 
capitol. The expenses claimed included 
the cost of meals and lodging. In its 
opinion, the Fourth Circuit5?b con- 
sidered the points of ordinary and neces- 


been reimbursed by 
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sary expenses in connection with exigen- 
cies of business, personal choice of place 
of residence, home as a place of busi- 
ness, commuter’s expenses, and the then 
parallel problems of members of Con- 
gress. The traveling expenses were not 
allowed. 

A judge of the Supreme Court of 
Indiana must continue to reside (not in 
the general sense of the term, but 
actually to be a resident) in the judicial 
district from which he is elected but he 
must perform the major functions of 
his office in the Capitol Building. Under 
such circumstances, traveling expenses 
were allowed.58 

Members of Congress were in a posi- 
tion to do something about their own 
problems and added to what is now 
section 162(a) of the Code a sentence 
which states: 

: the place of residence of a 
Member of Congress . within the 
State, congressional district, Territory, 
or possession which he represents in 
Congress shall be considered his home, 
but amounts expended by such Members 
within each taxable year for living ex- 
penses shall not be deductible for in- 
come tax purposes in excess of $3,000.” 


Value of record keeping 


The problem of record keeping are 
summarized in a portion of a ruling by 
the Commissioner. In that ruling he 
states: 

“Although the statute allows a tax- 
payer to deduct the entire amount ex- 
pended for his meals and lodging while 
in a travel status, controversies con- 
cerning the amount actually expended 
and allowable as a deduction for such 
purposes frequently arise because the 
deduction claimed by the taxpayer is 
based merely upon estimates which are 
not supported by adequate records. 

“The only satisfactory and certainly 
the most desirable method of resolving 
controversies of this character is for tax- 
payers to maintain a record of such ex- 
penses in order to substantiate their 
claimed deductions. This is in accord 
with . . 60 . . . which 
specifically provides that amounts 
claimed as deductions for traveling ex- 
penses must be substantiated, when re- 
rquired, by evidence showing in detail 
the amount and nature of the expense 
incurred. If this practice is adopted 
such controvesies will be virtually elimi- 
nated. 

“Despite the desirability of solving 
such problems in this manner, it is 


. Regulations... 
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recognized that where an _ individual 
has evidently incurred some deductible 
expenses but does not possess docu- 
mentary proof thereof he should be 
allowed a reasonable approximation of 
such items by resorting to reliable sec- 
ondary sources of information and col- 
lateral evidence ... 61... The burden 
of proof in all such cases necessarily falls 
upon the taxpayer, and doubts resulting 
from vague and unsatisfactory evidence 
may properly be resolved against him 
‘whose inexactitude is of his own mak- 
ing.’ This is based upon the rule first 
expressed in George M. Cohan... ® 

. and since followed by the courts and 
the Revenue Service in a great number 
of cases. 

“To ‘substantiate’ his expenses, a tax- 
payer is not required to secure, retain, 
and produce receipts for each meal and 
for each night’s lodging. . . . As stated 
in the Cohan case, supra, ‘absolute cer- 
tainty in such matters is usually im- 
possible and it not necessary.’ Accord- 
ingly, the Revenue Service allows con- 
siderable latitude with respect to record- 
keeping or evidence tending to prove 
such expenses. An adequate record, how- 
ever, should be maintained day by day 
and should be kept in sufficient detail 
to determine the taxpayer’s correct tax 
liability. Ordinarily, such a _ record 
should at least indicate the dates, dura- 
tion and destination of each trip dur- 
ing which the taxpayer was required to 
obtain lodging or necessary rest while 
‘away from home’; the amounts paid 
for such lodging or quarters; and the 
actual cost of each meal consumed on 
such trips. Where employees have kept 
no such records, there must, of course, 
be something more than a bare lump- 
blanket assertion to 
support the deduction. Despite the ab- 


sum estimate or 


sence of adequate records, many such 
employees can still substantiate most of 
the deductible expenses which they in- 
curred in past years with some degree 
of accuracy. Presumably, they should be 
able to compute such expenses, with 
reasonable precision, by estimating con- 


8 Andrew Jergens, 17 TC 806 (1951). 

* Grover Tyler, 13 TC 186 (1949); Fred N. Fisher, 
6 TCM 520 (1947). 

% Rev. Rul. 59-244, IRB 1959-30, 6. 

6 Reg. Sec. 1.162-17. 

87 Reg. Sec. 1.162-17(d) (3). 

6&8 Louis Boehm, 35 BTA 1106 (1937). 

6 Thomas H. Welch, 290 U.S. 111, 54 S. Ct. 8 
(1933). 

70 George M. Cohan, CA-2, 39 F.2d 540 (1930). 

7l Frieda Hempel, 11 TCM 1070 (1952). 

72 Frank E. Harley, TC Memo, 1959-165 (8/27/59); 
Lyndol L. Young, CA-9 (6/24/59). 

73 Rev. Rul. 54-195, 1954-1 CB 47. 

7 Address by Commissioner Dana Latham in 
October 1959 to the 14th annual conference of the 
Tax Executives Institute. 
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servatively the amounts paid for lodging 
and the average cost of the various 
meals, provided they can ascertain from 
time sheets, assignment lists or other 
available data, or if they can fairly 
reconstruct, the number and duration 
of those trips during which they were 
required to obtain lodging or necessary 
rest while ‘away from home,’ and the 
various meals which they had to pur- 
chase on such trips.” 

Although not conclusive, a reimburse- 
ment procedure may be more readily 
accepted by revenue agents than ex- 
penses not reimbursed. If there is no 
reimbursement of expenses, deductions 
may be disallowed if either or both of 
the following factors cannot be proved: 

1. The employer ordered the expense 
or the employee’s position required that 
it be incurred.68 

2. The salary level, bonus, or profit 
sharing was established at a level con- 
sidered high enough to permit or ex- 
pect the employee to pay all expenses.®4 

As these matters involve employer's 
judgment, intent and policy, the factors 
may be difficult to prove; therefore, a 
plan of reimbursement requiring reason- 
able documentation should be adopted 
wherever possible. 

Expense reimbursements may _ be 
achieved by employers under many ar- 
rangements. The procedure may be 
formal, it might vary in its application 
to different classes of employees, support 
requirements may vary from itemization 
with attached vouchers to unsupported 
lump-sum payments, and the method of 
disbursing funds may range from direct 
payments of bills from vendors to casual 
cash payments. 

Most business people are sufficiently 
sophisticated to know the value of re- 
ceipts and cancelled checks. The rapid 
growth of the several “charge your 
travel and entertainment expense” serv- 
ices is attributable in part to the need 
for a simple method of record keeping. 
A recent ruling® and the regulations®é 
on that are clear. Receipts, 
charge accounts and cancelled checks do 
not ordinarily show the business con- 
nection or purpose. It is necessary to 
prove the expenditure was made, but 
that alone is not enough to assure a 
deduction allowance of the expenditure. 
The tax advisor should remember and 
the taxpayer should be apprised that 
the burden of proof is on the taxpayer®’ 
and it may be up to him to overcome 
a “presumptively correct” determination 
by the Commissioner.®9 


subject 


Many taxpayers, probably with the 
Cohan case™ in mind, believe that 
“something” must be allowed—possibly 
50%. In the Hempel case! the Tax 
Court pointed out that the Commis- 
sioner had allowed no deduction to 
Cohan for claimed expenses and that 
where some expenses are allowed and 
the taxpayer fails to prove that such 
allowance is insufficient, the Cohan rule 
is not applicable. By implication, if any 
portion of the amount of deduction 
claimed is allowed, the Service can place 
on the taxpayer the burden of proof. 

Arbitrary allocations or lack of rec- 
ords can result in reduction or loss of 
deductions.?2 


Current IRS policy 


Vigorous steps will be taken to en- 
force the requirement for information 
relating to the receipt of expense al- 
lowances and the submission of itemized 
accountings to the employer for such ex- 
penses, and the information thus pro- 
vided will be used. Also, agents have 
been directed to pay increased attention 
to returns claiming deductions for items 
such as business entertainment, club 
dues, company-supported automobiles, 
yachts, airplanes, hunting lodges, beach 
cottages, and convention expenses. 

A review of travel and entertainment 
expense problems reveals an increas- 
ingly intense application of basic prin- 
ciples established over the years. This 
was emphasized in a recent address by 
the Commissioner?? in which he stated 
that expense account abuses do exist 
but the extent and significance of the 
problem has been greatly exaggerated. 
Although the Internal Revenue Service 
has neither the authority nor the desire 
to tell taxpayers how to spend their 
money it does have a responsibility to 
enforce the tax laws. x 


Taxfree exchanges of E, F and 
G bonds for H to be allowed 


Tue Treasury has made a preliminary 
announcement of its proposal to allow 
holders of Series E bonds and unma- 
tured F and J bonds for H bonds with- 
out payment of tax. This is the first 
Treasury action under Code Section 
1037 (a) as amended in September of 
1959 to permit the Treasury to make 
refunding operations more attractive tu 
investors. The permission to make the 
taxfree switch from E, F, G and J to H 
will allow holders to postpone the tax 
on the rise in value of the discount- 
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type bonds while transferring into the 
H bonds which pay interest currently. 
Regulations covering the change will 
be issued shortly; exchanges will be per- 
mitted on and after January 1, 1960. » 


Holzman’s new tax text 
published; aimed at students 


WE suspect that many sophisticated 
practitioners are hard put when asked 
to lead novices into the elements of in- 
come taxation. In a field so complex as 
taxation even college teaching materials 
are pretty tough for all but the special- 
ized student. This difficulty constantly 
confronts your editors when approached 
by laymen wanting a fair but broad 
and elementary guide. 

Robert Holzman’s new text* looks 
like the answer to this. It is designed as 
a text for course use, and appears to 
avoid the trap of getting too deeply in- 
volved in particular details to obscure 


the needs of the elementary reader. 

Mr. Holzman tells us that “the sole 
purpose of the book is to be helpful to 
the student of taxation . . . it does not 
try to reach a variety of readers with 
specialized points of view . . . The book 
does not try to list every possible facet 

. it is not intended to be a working 
manual for use by active tax practi- 
tioners or corporation tax execu- 
tives...” 

So what does it do? It instructs in 
how the Federal income tax works. It 
tells the hows and whys. 

The author is Professor of Taxation 
at NYU Graduate School of Business 
Administration, author of books and 
articles on taxation almost too numerous 
to list, and is editor of the Tax Prac- 
titioner’s Library, a series of books pub- 
lished by Ronald. os 


*Federal Income Taxation, The Ronald Press Co., 
a York, 29 chapters plus appendices and in- 
ex, $8. 





Payments under oral support agreement 
not deductible as alimony. Correspond- 
ence between attorneys representing a 
husband and wife does not qualify as a 
written separation agreement where it 
refers only to an oral agreement for the 
wife’s support but does not contain any 
agreement by the parties that they will 
separate or live apart. Payments made by 
the husband under such agreement are 
therefore not deductible as alimony. 
Rev. Rul. 59-397. 


Legal fees for pre-divorce property 
settlement not deductible. Taxpayer 
paid $15,000 in legal fees in connection 
with a property settlement (including 
an agreement on alimony) prior to ob- 
taining a divorce from her husband, the 
president of Douglas Aircraft Company. 
The Tax Court rules that $3,000 is 
deductible as having been paid for the 
production of taxable income (alimony). 
The court disallows the remaining $12,- 
000. Taxpayer argued that, as a resident 
of a community property state, she had 
a vested right in half of her husband’s 
property and therefore the fees were 
paid for the conservation of income- 
producing property. The court holds she 
had a mere expectancy in the property, 
no property to conserve. The, court cites 
the general rule that the fees paid by a 
husband in resisting his wife’s monetary 


demands incident to a divorce are per- 
sonal and non-deductible except where 
the property has a peculiar and special 
value to the husband. Applying this 
principle to taxpayer-wife the court de- 
sides that the $12,000 legal fees paid her 
in connection with her claim for ordin- 
ary property of her husband are per- 
sonal and non-deductible. Douglas, 33 
TC No. 42. 


Payment to former wife not part of 
basis of home. At his divorce taxpayer 
paid his wife $52,000. The District Court 
found that $47,000 was for her interest 
in certain real estate and is an addition 
to taxpayer’s basis for it. This court re- 
verses. Under state law, a former wife’s 
inchoate right of dower is not vested 
but a mere expectancy. The evidence 
shows the $52,000 payment was a lump- 
sum general settlement of a marital dis- 
pute. The payment is not an expense of 
sale, nor is it a cost of defending or 
perfecting title to property. Davenport 
Estate, (Ill. Nat’l Bank, Ex.) CA-7, 12/ 
21/59. 


Can deduct divorce legal fee paid to 
protect income property. The attorney 
who filed the divorce suit by taxpayer's 
wife was an old friend of both. Tax- 
payer paid him a fee of $7,500 for which 
he claimed a deduction on the ground 
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that the fee was for protection of his 
stock ownership in the family business 
that employed him. Taxpayer said he 
had agreed he would pay the attorney 
$7,500 and would not contest the di- 
vorce if the attorney could persuade his 
wife to accept a financial settlement 
which would not disturb his ownership 
of the business. The Tax Court followed 
earlier decisions that a fee to obtain 
a favorable property settlement in 
divorce is not deductible. This court re- 
verses. The legal fee was paid solely to 
save valuable income-producing prop- 
erty. There is one dissent on the prin- 
cipal ground that taxpayer did make 
the payment not to protect his own 
interest, but to acquire his wife’s in- 
terest. Owens, CA-5, 12/29/59. 


Dependency exemptions denied father 
separated from his wife. A father sepa- 
rated from his wife failed to sustain his 
burden of proving that he furnished 
more than half of the support of his 
four children who lived with their 
mother. Although he alleged he spent 
over $1100 for their support, the record 
disclosed that $2,400 was furnished the 
wife by the local department of public 
welfare as aid tu dependent children. 
Ferguson, TCM 1959-236. 


Payments were not alimony, Tax Court 
concludes from agreement. Pursuant to 
the terms of an agreement incorporated 
into a divorce decree, taxpayer under- 
took to pay his former wife alimony of 
$250 per month. These payments were 
to be reduced by 14 when each of their 
8 children either attained majority or 
became self-supporting. The Tax Court 
finds that the agreement, in effect, fixed 
the entire $250 monthly payment as for 
the support of the children and tax- 
payer is accordingly denied a deduction 
for alimony. Ashe, 33 TC No. 38. 


Gross income determined for comput- 
ing dependency. In order to claim his 
parents, residents of a community prop- 
erty state, as dependents, taxpayer 
sought to reduce his father’s gross in- 
come from a blacksmith and welding 
business below $1,200 by treating busi- 
ness expenses as cost of goods sold. How- 
ever, the Tax Court held, and this court 
affirms, that the father was not engaged 
in the business of manufacturing; he 
was merely rendering repair and main- 
tenance services. It follows that he had 
no cost of goods sold; his gross income 
was his total receipts for services, and 
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since his half of this community income 
exceeded $600, the father does not 
qualify as a dependent. Hahn, CA-5, 
11/23/59. 


Family allotment check of serviceman 
provided more than half of support of 
family. Upor his reenlistment in the 
army taxpayer executed a family allot- 
ment of $91.30 a month from his mili- 
tary salary to provide support for his 
and children. The wife did not 
and furnished no support for 
either herself or the children. Her father 
furnished the only support in addition 
to that supplied by taxpayer’s allot- 
ment. On the facts, the court finds tax- 
than half the 
support of his wife and children. Lewis, 
TCM 1959-242. 


wife 
work 


payer furnished more 


PERSONAL EXPENSES 


*Statement of employee’s credit card 
charges not an accounting. ‘The charging 
of traveling and other business expenses 
of an employee directly to his employer 
through the use of a credit card or other 
means does not constitute an account- 
ing by the employee for the expenses. 
Unless the employee accounts directly to 
his employer, as in the case of non- 
credit-card expenses, he must report in 
his return the total of all advances and 
reimbursements, as_ well 


aS amounts 


charged directly or indirectly to his 
employer, and account for all expenses 
such advances, reimburse- 


ments and charges. Rev. Rul. 59-410. 


covered by 


Required accounting for reimbursed ex- 
penses calls for verification by employer. 
The mere reportitng of expenses to em- 
ployers by commissioned agents who 
submit the expense account solely for 
use in determining net commissions for 
income tax purposes is not considered 
to be a required accounting to an em- 
ployer for reimbursed expenses. The 
phrase in the regulations, “the employee 
need not report on his tax return 

expenses... for which he is required to 


account and does account to his em- 


ployer,” means that the expense account 
is required by the employer and is veri- 
fied by him by adequate procedures. 
Rev. Rul. 59-396. 


No deduction for auto expenses; reim- 
bursement was voluntarily relinquished. 
Automobile expenses incurred by a cor- 
porate officer on behalf of his employer 


and claimed on his return as unre- 
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imbursed expenses are disallowed as 
ordinary and necessary business 
penses. The Tax Court found, and this 
court affirms, that the company trans- 
portation would have been available to 
the taxpayer had he chosen to use it 
and concludes that his use of his own 
auto was based primarily on considera- 
tion of personal choice and convenience, 
and not upon any necessity of office. 
The court also points out that the tax- 
payer failed to offer any evidence to the 
effect that, had he claimed reimburse- 
ment for the expenses in question, he 
would not have been granted reimburse- 
ment. Heidt, CA-7, 12/14/59. 


ex- 


*Psychiatrists can’t deduct cost of 
psychoanalytic training; it was not an 
improvement of skills. Taxpayers, two 
had already completed 
their medical and psychiatric training. 
They enrolled at institutes for training 
in psychoanalysis. They incurred ex- 
penses for seminars, lectures, supervised 
clinical work and personal analyses for 
which they claimed education expense 
deductions. The Tax Court disallows the 
deductions on the ground that the pur- 
pose of the training was not to maintain 
or improve their skills as psychiatrists 


psychiatrists, 


but to acquire a new skill and to satisfy 
the minimum requirement for establish- 
ing themselves as specialists (psycho- 
analysts). The Regulations allow a de- 
duction for education expenses under- 
taken primarily for the purpose of im- 
proving a taxpayer's skill in his employ- 
ment or business. The court concludes 
that the practice of psychoanalysis is a 
specialty, that taxpayers were not skilled 
in that specialty as a result of their 
psychiatric training and that recognition 
as a psychoanalyst can only be obtained 
by attendance at these special institutes. 
The court distinguishes Watson (31 TC 
1014) in which a doctor was allowed a 
deduction for personal psychoanalysis 
undertaken in order to improve his skill 
as an internist and not for the purpose 
of acquiring a specialty. Taxpayers’ al- 
ternative argument that the cost of per- 
sonal analysis is a medical expense is re- 
jected by the court of the ground that 
it was intended as a medical 
pense. Five dissent on the ground that 
training in psychoanalysis and personal 
analysis improve the skill of a psychia- 
trist. They would allow the portion of 
the expenses paid for consultation with 
doctors at the institute with respect to 
certain of taxpayers’ outside patients. 
These, they 


not ex- 


say, were ordinary and 


necessary business expenses. [See com- 
ment page 000.—Ed.] Namrow, 33 TC 
No. 50. 


Only amounts designated interest are 
deductible as such. Taxpayer was a bank 
officer; his wife began a fraud action 
against him. He made a settlement with 
her and claims a large part of it was 
deductible interest. The court allows 
deduction of only the portion specified 
in the agreement as interest. Further- 
more, legal fees paid in connection 
with the litigation to settle various differ- 
ences between taxpayer and his wife in- 
volving his management of her prop- 
erties as trustee are held to be non- 
deductible personal 

Sefton, TCM 1959-234. 


expenditures. 


Unreimbursed entertainment expense 
disallowed executive [Certiorari denied}. 
Taxpayer deducted about $6,000 in each 
of two years for entertainment expense 
and argued that they were either non- 
reimbursed expenses of the companies 
he worked for or were incurred in his 
own trade or business of being a corpo- 
rate executive. A large portion of the 
contested amount was the cost of a 
Christmas party, similar to those paid 
for by the company in prior years. The 
Tax Court found the questioned ex- 
penditures were not required by any 
corporate policy and were not proxi- 
mately or immediately related to tax- 
payer’s business as an executive. The 
Sixth Circuit affirmed. Noland, Jr., 
cert. den., 11/9/59. 


Attorneys’ fees for divorce not deduct- 
ible. Taxpayer deducted legal fees for 
epresentation in separation and divorce 
proceedings. His theory was that he 
might have been forced to give up con- 
trol of his corporation in paying his 
wife a property settlement. However, 
the court finds that the amount of the 
lump sum settlement which the wife 
sought was not so large as to require him 
to dispose of shares of the corporation. 
Connelley, DC Mo., 11/18/59 


OTHER NEW DECISIONS 


Minister furnished with rent free home 
may be able to exclude cost of utilities. 
The cost of utilities paid by a minister 
in a home provided rent free by a 
church is not deductible. But if an 
amount of his compensation is desig- 
nated by the church as a “rental allow- 
ance” to cover the cost of his utilities, 
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he may exclude such portion of the 
allowance used to pay his utilities. This 
exclusion can be made retroactive to 
1954 provided the “rental allowance” 
was so designated by official action of 
the church taken prior to 1/1/58. Rev. 
Rul. 59-350. 


Embezzlement deductible thirteen years 
after loss. The Service will follow the 
Sixth Circuit decision in Scofield Estate 
(266 F.2d 154) which held that an em- 
bezzlement loss was deductible by a trust 
in the year in which litigation against 
the former trustees who had embezzled 
the funds terminated, even though the 
defalcations occurred thirteen years 
prior thereto. The decision was based 
on the fact that a reasonable prospect 
of recovery existed up until the year 
in which the loss was claimed. Rev. Rul. 
59-388. 


Settlement of claim against trustees does 
not give rise to theft loss. Taxpayer 
believed she had a claim against her 
adoptive parents as trustees for $5,000 
in bonds. The parents offered to com- 
promise the claim for $3,500, and tax- 
payer accepted the offer. The court 
holds that taxpayer cannot deduct the 
difference as a theft loss since there 
was no proof of theft or misappropria- 
tion. Legal fees in obtaining the settle- 
ment are similarly not deductible as part 
of the alleged embezzlement loss. Enrick, 
[CM 1959-237. 


Costs of temporary accommodations due 
to casualty loss are personal expendi- 
tures. Expenses incurred by an individ- 
ual for temporary accommodations away 
from home (including costs of temporary 
lights, fuel, and moving expenses) for 
the period during which his home was 
damaged by a severe storm, cannot be 
taken as part of the casualty loss de- 
duction, but considered as 
nondeductible personal expenses. Such 
expenditures do not constitute a loss of 
property” within the meaning of the 
casualty loss provisions. Rev. Rul. 59- 
398. 


are to be 


Insurance debit agents are not “outside 
salesmen.” Industrial debit 
agents employed by insurance companies 
to collect, service and sell weekly and 
monthly insurance policies are not con- 


insurance 


sidered to be “outside salesmen” and may 
not deduct their ordinary and necessary 
expenses (other than travel; transporta- 
tion and reimbursed expenses) in arriv- 


ing at adjusted gross income. Such ex- 
penses may nevertheless qualify as de- 
ductions in computing taxable income 
provided the insurance debit agent 
itemizes his deductions. Rev. Rul. 59- 
396. 


Estimated tax penalty upheld. Taxpayer 
had filed a declaration in either 1943 or 
1944, but he testified that he was under 
the impression there had been a subse- 
quent change in policy so that declara- 
tions were not required when returns 
were filed prior to January 15. The Tax 
Court held taxpayer did not use reason- 
able diligence in this matter and im- 
posed the estimated tax penalties. This 
court affirms. Taxpayer could not claim 
that he had been deprived of his con- 
stitutional right to a jury trial since he 
had voluntarily chosen the Tax Court 
as a forum. Olshausen, CA-9, 12/10/59. 


Penalties for late estimate payment and 
underestimation upheld. The Tax Court 
imposes penalties for late payment of 
an estimated installment due on January 
15th. The payment was received on 
January 18th or 19th. The court also 
imposes a penalty for underestimation. 
Although the estimated tax may have 
exceeded 80% of the tax shown on tax- 
payer’s return, it was less than 80% of 
the tax as later adjusted by the Commis- 
sioner. For purposes of determining 
underestimation, the actual tax liability 
as determined by the Commissioners is 
controlling. The court points out that 
its position is well settled. It is only 
when penalty is remitted because pay- 
ments were based on a preceding year’s 
return that the return as filed, not the 
actual liability finally determined, con- 
trols. Smith, 33 TC No. 54. 


Capital expenditure may be deductible 
as medical expense. The Service will 
follow the decision in the Berry case 
which allowed taxpayer to deduct the 
$4,400 cost of an elevator installed in 
his residence as a medical expense. Al- 
though an expenditure will not be dis- 
allowed merely because it is of a capital 
it will be disallowed if it in- 
creases the value of any 
estate. Rev. Rul. 59-411. 


nature, 


property or 


DEDUCTIBILITY 


Meals and lodging tax free to members 
of boarding school faculty but not their 
families. The value of meals and lodg- 
ing furnished by a boarding school to 
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its resident faculty members is not in- 
cludible in their gross income, but the 
value of the meals and lodging fur- 
nished the faculty members’ wives and 
children is remuneration for services 
performed by the faculty members and 
consequently taxable to them. Rev. Rul. 
59-409. 


New supplement on maximum per diem 
allowances for foreign travel without 
full accountability. The Service has pub- 
lished its sixth supplement setting forth 
the maximum per diem rates in lieu of 
subsistence allowed government em- 
ployees for travel abroad. These rates 
are to be used as guides by nongovern- 
mental employees in determining allow- 
able foreign travel expenses which do 
not have to be specifically itemized ‘or 
accounted for by the individual (58-453. 
Supp. VI). 


*Auto expense deductible for musician. 
Taxpayer is a free-lance musician in the 
Los Angeles area. He played club dates. 
at various places in the area. His car 
was used to transport his tuba and bass 
violin, and it would have been imprac- 
tical for him to meet these dates with- 
out using the car. The court allows the 
auto expenses as a deduction. The ex- 
penses were not commuting expenses 
from his home to his place of business; 
his home was also his principal place 
of business. Rice, DC Calif., 12/31/59. 


Employee assigned to post for indefinite 
period can’t exclude per diem allow- 
ances. Taxpayer was employed in 1951 
by North 
Columbus, Ohio, headquarters as a field 
service representative. In 1953 he was 
assigned to Norfolk, Virginia, to render 
services at the Naval Air Station there, 
and received a per diem allowance of 
$10 a day. At the time of this assign- 
ment taxpayer did not know how long 
he 


American Aviation at its 


would be required to remain in 
Norfolk. As it developed, that assign- 
ment continued until January 1956. The 
court finds taxpayer’s employment at 


Norfolk 
rather 


duration 
“temporary,” and conse- 


was “indefinite” in 
than 
quently he was not “away from home” 
so as to be entitled to exclude the per 
diem allowance from taxable income. 
In addition, expenses incurred by tax- 
payer in driving his auto between Nor- 
folk, his “tax home,” and the Naval 
Station, are held to be nothing more 
than non-deductible communting ex~ 
penses. Keller, TCM 1959-218. 
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Use of trustee suggested to bar minority 


stockholder’s suit killing a 337 liquidation 


by MICHAEL L. WEISSMAN 


Every practitioner responsible for a 337 liquidation must guard against leading 


the corporation to a position where it is exposed to attack by minority stockholders 


with weapons greatly increased in potency by the corporate necessity to complete 


liquidation within twelve months. Mr. Weissman suggests paying minority stock- 


holder’s share to a trustee as a preventive measure that could be taken to protect 


the corporation when such a suit threatens the liquidation. 


ECTION 337 WAS ADDED to the Code 
S to meet the problem of Court Hold- 
ing Co. (324 U.S. 331, 1945). Court 
Holding Co., it will be recalled, held 
that a “double tax”—a tax on both the 
the shareholders—re- 
sulted in certain sales of corporate assets 
liquidation. Section 337 
gives taxpayers a way to avoid this 
double tax. It provides that no gain or 
loss will be recognized to a corporation 


corporation and 


followed by 


upon the sale of its assets (except cer- 
tain installment items) if the company 
is fully liquidated within twelve months 
after the date of the adoption of a plan 
of complete liquidation. Thus, in the 
case of a corporate liquidation which 
qualifies under Section 337, the only tax 
is that imposed at the shareholder level. 
Obviously, in the case of a corpora- 
tion whose assets have substantially ap- 
preciated in value, it is desirable that 
any plan of liquidation fall within Sec- 
tion 337. If the plan does not so qualify, 
the corporation will be subject to tax 
upon the disposal of its substantially- 
appreciated assets. Because of this, it is 
clearly in the interest of all shareholders 
that nothing be done to impede the 
smooth operation of a 337 liquidation. 
Nonetheless, one of the factors which 
may induce a corporate liquidation, 
especially in closely-held companies, is 
friction among the shareholders. And it 
is in this context that carefully-laid 
plans to qualify under Section 337 may 


go astray. A shareholders’ derivative 


action to enjoin the liquidation might 
be instituted by a disgruntled minority 
group or, perhaps, a single shareholder. 
Unless provision is made for such a 
contingency, it may be open to the 
Commissioner to argue that Section 337 
is not applicable to the liquidation in 
question. 

A suit to enjoin the liquidation on 
grounds of “unfairness” is likely to re- 
quire a considerable period of time for 
its disposition, especially if an appeal is 
perfected. Moreover, counsel for the 
minority group of shareholders are like- 
ly to delay initiation of the action until 
after the plan of liquidation has been 
formally adopted and to employ delay- 
ing tactics until after the twelve-month 
period specified in Section 337 has ex- 
pired. The subject of such tactics is, of 
course, to bring pressure to bear upon 
the majority group of shareholders in 
the hope that a favorable disposition of 
the proceeds of the liquidation will be 
made with respect to the minority share- 
holders. 


Delay means disqualification 


Faced with such a situation, counsel 
for the liquidating corporation must 
answer two questions: 

1. Will the shareholders’ derivative 
action, which may delay the disposition 
of all the corporate assets beyond the 
twelve-month period specified in Sec- 
tion 337, disqualify the liquidation 
under Section 337 and result in the im- 


ee 


position of a double tax? 

2. If the answer to (1) is in the 
affirmative, what steps may be taken to 
preserve the substantial benefits offered 
by liquidation under Section 337? 

The answer to the question of whether 
a shareholders’ derivative suit, which de- 
lays the distribution of all the corporate 
assets beyond the twelve-month period 
specified in Section 337, will disqualify 
the liquidaion under 337, is found in 
the Regulations. Regulations 1.337-1 and 
1.337-2(b) make it clear that a plan of 
liquidation, in order to qualify under 
Section 337, must be effectuated by the 
distribution of all the corporate assets 
within a twelve-month period beginning 
with the date of the adoption of the 
plan. Thus, Regulation 1.337-2(b) states 
specifically: 

“Section 337 shall not apply in any 
case in which all of the corporate assets 
(other than those retained to meet 
claims) are not distributed to the share- 
holders within 12 months after the date 
of the adoption of a resolution by the 
shareholders authorizing the distribution 
of all the corporate assets in redemption 
of all the corporate stock.” 

The ‘only assets which may be re- 
tained beyond the twelve-month period 
are those estimated as necessary to sat- 
isfy any unascertained or contingent 
liabilities or expenses. Regulation 1.337- 


2(b) goes on to state that “no amount ' 


may be set aside to meet claims of share- 
holders with respect to their stock.” The 
only exception to the latter rule is in 
regard to shareholders who cannot be 
located. Under such circumstances, a 
plan may qualify under Section 337 if 
the amounts owed to missing share- 
holders are distributed to a State official, 
trustee or other person authorized by 
law to receive distributions for the bene- 
fit of such shareholders. 

The Treasury's position with respect 
to Section 337 may be summarized as 
follows: 

1. All corporate assets must be dis- 
tributed in redemption of all the cor- 


porate stock within twelve months of } 


the date of the adoption of the plan 
of liquidation. Even as to shareholders 
who cannot be located the distribution 
must take place within the twelve-month 





[Michael L. Weissman, a member of the 
District of Columbia and Illinois Bars, 
is with the Chicago law firm of Baker, 
McKenzie and Hightower. He is also 
assistant professor of business law at 
Roosevelt University.] 
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period, but payment may be made to a 
trustee or similar official authorized to 
receive payment. A retention of assets 
beyond the twelve-month period to meet 
the claims of shareholders will result in 
disqualification under Section 337 and 
the imposition of a “double tax.” 

2. The only assets which may be re- 
tained beyond the twelve-month period 
are those necessary to satisfy the un- 
ascertained or contingent claims of 
creditors. 

In the context of a shareholders’ de- 
rivative action with a prayer for injunc- 
tive relief, it is apparent that there is 
likelihood of disqualification 
under Section 337. The derivative suit 
may prevent the distribution of all the 


strong 


| corporate assets in redemption of all 


the corporate stock within twelve 
months of the date of the adoption of 
the plan of liquidation. In this setting, 
the bargaining power of the minority 
shareholders vis-a-vis the majority share- 
holders is greatly strengthened. 

An application to the Commissioner 
extension of the twelve-month 


for an 


| period pending the outcome of the suit 


Ss also | 


aw at 


would appear to be unavailing. Regu- 
lation 1.337-1 states that no extension 
of the twelve-month period can be 
granted. Therefore, some other action 
must be taken if the benefits of qualifi- 
ation under Section 337 are to be had. 

The most feasible means of guarantee- 
ing qualification under Section 337 in 
the derivative 
suit is to pay into the court or to an in- 
dependent trustee (for the benefit of the 
petitioning shareholders) 
equal to the distributive shares of such 
shareholders in liquidation. In this man- 
ner, all of the corporate assets will have 
been distributed in redemption of all of 
corporate stock twelve 
months of the date of the adoption of 
the plan of liquidation. If a distribution 
to a State official or independent trustee 
on behalf of missing shareholders is 
sufficient to constitute a “redemption” 
within the meaning of Section 337, then 
a similar arrangement with respect to 
dissenting shareholders should also be 
classed as a “redemption” within the 


face of a shareholders’ 


an amount 


the within 


meaning of Section 337. 

The use of a liquidating trustee or 
gent has become quite common and 
2 useful adjunct to Section 337 liquida- 
tions, particularly where the corpora- 
tion distributed to its shareholders un- 
divided interests in real estate. If pos- 


sible, the former shareholders who re- 


jceived the property in liquidation 
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should appoint the liquidating trustee 
or agent. If there are shareholders who 
object to this arrangement, local law 
should be consulted to ascertain whether 
non-consenting stockholders will be 
bound by this arrangement. In any event 
the use of a liquidating trust should be 
approached with some caution, and the 
documents and method of operation 
carefully prepared since they are poten- 
tial tax traps to be avoided. Among 
these are the treatment of the trust as 
an association taxable as a corporation. 
This, of course, is under the doctrine 
of reincorporation and can lead to 
ordinary income to the shareholders. 


167 
Plainly, great care and skill must be 
exercised to prevent such serious tax 
consequences. 

It is admitted that there is no au- 
thority for this plan; it is based solely 
upon a somewhat analogous factual 
situation mentioned in the Regulations. 
As a consequence, an amendment to the 
Regulations would appear to be in 
order to prevent disqualification of a 
plan of liquidation under Section 337 
in the event of a shareholders’ deriva- 
tive action during the course of the 
liquidation. At present, derivative ac- 
tions clearly constitute a hidden danger 
under Section 337. ¥r 


IRS slackens dividend attack 


on the unredeemed stockholder 


by HAROLD H. HART 


The complete buy-out of a stockholder in a closely held corporation, permitting as 


it does the withdrawal of accumulated earnings, has been a principal target of the 


IRS for some years. The latest phase, the attack on the unredeemed stockholder, 


Mr. Hart says, seems to be waning with the IRS announcing that it will follow 


Holsey, though with limitations. 


Tes SINCE THE ZENZ case, the posi- 
tion of the redeemed stockholder as 
the recipient of capital gains has been 
clear. That decision (213 F.2d 914) was 
handed down by the Sixth Circuit a 
few months prior to the enactment of 
the Internal Revenue Code 1954. 
The Court by defining a dividend as a 
distribution out of earnings and profits 
which leaves the shareholder thereafter 
holding his shares as a capital invest- 
ment, came to the conclusion that if a 
stockholder completely liquidates his 
holdings and becomes separated from 
all interest in a corporation, distribu- 
tions in redemption, even though in- 
cluding earnings and profits, cannot be 
considered to be dividends. 

Section 302(b)(3) of the 1954 Code 
adopts the rationale of the Zenz case 
in providing that if a redemption covers 
all of a stockholder’s holdings the profit 
is taxable as a capital gain. An innova- 
tion (proposed by Treasury officials) was 
incorporated in Section 302, however, 
by its requirement that in determining 
whether a complete termination oc- 
curred, the constructive stock ownership 
provisions of Section $18(a), except as 


of 


provided in paragraph 302(c)(2) there- 
of, are applicable. 

The Commissioner after enactment 
of Section 302(b)(3) shifted his attack 
on redemptions. His new contention was 
that the remaining stockholders, not 
the stockholder whose interest was termi- 
nated, constructively received a dividend 
when their ownership was enhanced by 
the redemption. The leading case test- 
ing this theory was Holsey (28 TC 962, 
1957, rev’d 258 F.2d 865, CA-3, 1958). 
Holsey owned 50% of the stock of a 
corporation, and held an option to pur- 
chase its remaining stock. He assigned 
this option to the corporation which 
purchased the stock, making Holsey the 
sole stockholder. He contended that he 
could not be taxed as constructively re- 
ceiving a dividend because the payment 
out of earnings and profits was not in 
discharge of his legal obligation. The 
Tax Court recognized no merit in that 
argument stating that the corporate pay- 
ment could be for the taxpayer without 
regard to whether it discharged his debt; 
the test was whether or not the payment 
was for the personal benefit of taxpayer. 

Taxpayer's argument, however, ap- 
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[Harold H. Hart is a member of the law 
firm of Richards, Bird and Hart, Salt 
Lake City, Utah.] 





pealed to the Circuit Court. That court 
in reversing the Tax Court, stated that 
the distribution did not discharge any 
obligation of taxpayer, or directly bene- 
fit him. The court recognized that the 
benefited by the 
he became the sole 
stockholder and also the value of his 
own stock was increased because the re- 
demption was for less than book value. 
Benefits which merely increase the value 
of a stockholder’s holdings the court 
reasoned taxable within the 
meaning of the Sixteenth Amendment. 
Income accrues, it stated, only when the 


taxpayer indirectly 


distribution since 


are not 


corporation makes a distribution with 
respect to its stock or stock is sold for a 
profit. 


Aftermath of Holsey 


The decision of the Tax Court caused 
consternation among taxpayers and their 
continued on after the 
reversal. Many tax men feared that Zipp 
(28 TC 314, 1957, aff'd 259 F.2d 119, 
CA-6, 1958) involved complicated facts 
and decided for the government, could 
not be successfully distinguished from 
the Holsey case. (See comment 9JTAX 
261). 

Much of the uncertainty was dis- 
pelled when Rev. Rul. 59-614, CB 1958-2 
page 920, was published. This ruling 


advisors which 


stated that the Holsey decision would 
be followed in cases involving similar 
and that the 
Service would not treat the purchase by 
a corporation of one shareholder’s stock 
as a dividend to the remaining share- 
holders merely because their interests in 
the corporation were increased. The rul- 


facts and circumstances, 


ing, however, contains this warning: 
that if stock is “in reality purchased by 
a remaining shareholder and paid for 
by the corporation” such payment will 
be considered a dividend regardless of 
the form of the transaction. The ruling 
cited the Zipp case as an illustration of 
stock being in reality purchased by re- 
maining stockholders and payment being 
assumed by the corporation. Wall (164 
F.2d 462, CA-4, 1947) was also cited. 
This case involved an assignment to the 
corporation by a stockholder of his con- 
tract to purchase corporate stock result- 
ing in a dividend payment. See also 
Lowenthal (169 F.2d 694, CA-7) where 
the Tax Court and Court of Appeals 
taxed the continuing shareholders on a 
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constructive dividend because they first 
bought the stock from the retiring share- 
holder with funds borrowed from the 
corporation, and thereafter had _ the 
company redeem the same stock, and 
thereby paid off such loans. 

Not only did the Service qualify its 
generous approval of the Holsey reversal 
with the foregoing warning reference to 
Zipp and Wall, but it also warned in 
Rev. Rul. 58-614, that a redemption for 
less than fair market value may be a 
gift or compensation to the continuing 
shareholders. Conversely, said the Serv- 
ice in that Ruling, a redemption at 
more than fair market value may be a 
gift or compensation to the retiring 
stockholder. Thus, fair market value be- 
comes a critical factor in every redemp- 
tion of closely held stock, and obviously 
a difficult problem. 

The Service amplified its position with 
respect to the constructive dividend 
theory in redemptions in Rev. Rul. 59- 
286, IRB-1959-36. This ruling involved 
two brothers each of whom owned 50% 
of the stock of a corporation, subject to 
an agreement providing that upon the 
death of either of them, the survivor 
would either purchase the stock of the 
decedent or vote his stock for liquida- 
tion of the corporation. One brother 
died and the corporation redeemed all 
stock held by the estate at its fair mar- 
ket value. 

While it cannot be said that the 
Service has abandoned the Zipp ap- 
proach to constructive dividends since 
its latest ruling, Rev. Rul. 59-286, re- 
lates back to the “in reality purchase” 
test of Rev. Rul. 58-614, it has demon- 
strated here a fairly liberal approach in 
not applying that test too literally. The 
remaining stockholder was obligated to 
purchase or vote his stock for liquida- 
tion of the corporation. He did neither 
and avoided his alternative or contin- 


gent obligation to purchase by arrang- 
ing to have the corporation redeem the 
shares “for corporate business reasons” 
and “at its fair market value.” The Serv- 
ice was able to distinguish Wall, to its 
own satisfaction at least, by saying that 
here the continuing stockholder did not 
purchase the redeemed shares nor did 
“he obligate himself to do so.” More- 
over, while Holsey, whose Court of Ap- 
peals constitutional approach was cited 
with approval, was felt to be distinguish- 
able by the Service, it readily agreed 
that “there is no authority affirmative- 
ly supporting the proposition that a re- 
demption of one stockholder’s shares, at 
fair market value, constitutes a dividend 
to the remaining shareholder.” 

This candid admission by the Service, 
which was most welcome to most tax 
men is, however, qualified in Rev. Rul. 
59-286 by the warning reference to its 
earlier Rev. Rul. 58-614 that “If in 
reality the stock is purchased by the re- 
maining shareholder and paid for by 
the corporation the payment by the cor- 
poration [will] be considered a construc- 
tive dividend to the remaining share- 
holder.” 

Thus, tax men may depart from the 
reversal of Holsey and these recent rul- 
ings with somewhat mixed feelings. 
Clearly the Commissioner is somewhat 
more liberal and less inclined to attempt 
again his constructive dividend approach 
to the continuing shareholder. More- 
over, if the latter was not obligated 
either directly or indirectly to purchase 
the stock prior to the redempiion, and 
if the parties are able to establish that 
the redemption price was fair market 
value, then they may safely proceed with 
the redemption without fear of a con- 
structive dividend. If these requirements 
cannot be clearly satisfied, then unre- 
deemed and continuing shareholder may 
still be in a quagmire of uncertainty. * 


New corporate decisions this month 





Not thin capitalization; notes were dis- 
proportionate. When taxpayers incorpo- 
rated their partnership business, two em- 
ployees were each given one-sixth of the 
stock. The amount paid in for all of the 
stock was $3,000, and taxpayers trans- 
ferred equipment of the partnership 
for $60,000 of notes. The notes served 
a purpose of keeping the investment of 
the employees low enough for them to 
afford it and also of giving taxpayers a 
creditor position. The court holds the 


notes are to be treated as such, and 
not as stock. The repayment is not 
taxed as a dividend. Haley, DC Ore., 
11/24/59. 


Payments to bondholders not deductible 
as interest; loans were really capital 
contributions. Taxpayer, a corporation, 
was formed to construct a 237-house de- 
velopment. It was capitalized with 
$4500 of common stock, $300,000 of 


bonds and notes and $2,800,000 in con- 
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struction loans. The bondholders were 
to receive 50% of the profits from the 
venture in the form of bond premiums 
interest. The Tax Court decides 
that the bond premiums and _ interest 
are not deductible. In view of taxpayer’s 
thin capitalization and the profit-shar- 
ing agreement, the court finds that the 
$300,000 is risk capital. Aldon Homes, 
Inc., 33 TC No. 65. 


and 


Corporation not thin though debt to 
stock ratio was 50,000 to 1. Taxpayer 
corporation was organized to operate 
oil and gas leases. Its authorized capital 
was $400,000 but only $3 was paid in. 
At the same time, one of the incorpora- 
and a non-stockholder lent the 
corporation a total of $150,000 on notes 
to purchase leases. Interest was paid on 
the notes during the seven year period 
in which they were being paid off, about 
4 in cash and % in stock. Within 5 
years from organization the debt-stock 
ratio was reduced to 1 to 1. The court 
holds that the corporation was not thin 
and that the interest payments were not 
dividends in disguise. There was a bona 
fide business purpose in issuing notes 
since, the lenders would 
have been in a better position to re- 
cover their funds in the event of failure. 
The notes bore interest at a fixed rea- 
sonable rate (5%) and had a reasonably 
close fixed maturity date (3 years). The 
debt was not subordinated and interest 
was regularly paid when due. One of the 
noteholders had no voting stock at any 


tors 


as creditors, 


time, and the stock was not held in ratio 
to loans. A business purpose other than 
tax reduction was served and the parties 
intended to create a debtor-creditor re- 
lationship. The fact that payment of 
interest and principal were expected to 
be made, and actually were made, out 
of profits, does not convert the loans 
into stock investments. Payment of in- 
debtedness to creditors usually depends 
on profits. Royalty Service Corp., DC 
Mont., 11/13/59. 


‘itockhoider’s advances are contributions 
to capital; guarantor’s loss deductible as 
aonbusiness bad debt. Taxpayer formed 
a corporation with only $4,000 cash paid 
in for capital stock, for the specific pur- 
pose of having the corporation enter 
into a $700,000 contract for the build- 
ing of 100 houses and a plant. Most of 
the corporation’s operating funds were 
obtained from (1) cash advances from 
its stockholders (including taxpayer); 
(2) taxpayer’s payment of certain cor- 
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porate expenses; and (3) bank loans ob- 
tained upon the personal credit of tax- 
payer. The corporation became insolv- 
ent in the second year of operations and 
was liquidated. The court holds the 
stock loss as well as all payments and 
advances which taxpayer made to or on 
behalf of the corporation represented 
capital contributions deductible only as 
capital losses. However, the final ad- 
vance which taxpayer made for the 
specific purpose of enabling the corpo- 
ration to pay off its bank loan on which 
taxpayer gave his personal guarantee is 
held to constitute a guarantor’s loss de- 
ductible as a nonbusiness bad debt. 
Allen, TCM 1959-227. 


Dividends v. interest; preferred stock 
found to be equity capital rather than 
debt. Payments on preferred stock issued 
by a public transport company are held 
to constitute dividends rather than in- 
terest on a debt. The characteristics of 
the issue, are predominantly those of 
an equity interest. Although there were 
provisions for a sinking fund which did 
point to an intention to repay the par 
value of the preferred without regard 
to profits, the court notes that the obli- 
gation to set aside any amount for the 
sinking fund was not a fixed obligation 
pursuant to a debtor-creditor relation- 
ship, but was contingent on the prior 
repayment of outstanding mortgage 
notes and bonds. Milwaukee & Suburban 
Transport Corp., TCM 1959-216. 


Distribution treated as from a collaps- 
ible corporation. A distribution by a 
construction corporation of $50,000 to 
a stockholder at a time when the con- 
struction was almost complete was held 
by the Tax Court to have been made 
by a collapsible corporation, and is tax- 
able to the recipient as ordinary income 
in the absence of proof that the collaps- 
ible corporation section doesn’t apply. 
This court affirms. The fact that the de- 
ficiency notice did not specify the col- 
lapsible corporation provision is im- 
material. Sorin, CA-2, 11/23/59. 


DIVIDENDS 


Return of “paid-in surplus” is not in- 
come to stockholders. During the depres- 
sion taxpayers lent their controlled cor- 
poration $325,000. In 1942, in order to 
improve the corporation’s rating, the 
stockholders voted to transfer credit 
from accounts payable to paid-in surplus. 
The resolution provided, however, that 
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these funds were to be repaid at the 
discretion of the board of directors. 
When the corporation repaid $110,000 
in 1948, the IRS treated it as a dividend 
to taxpayers. This court affirms the dis- 
trict court’s finding that $110,000 is not 
income to the taxpayers, as it is the re- 
payment of the loans. Jennings, CA-7, 
12/17/59. 


Cancellation of debt for benefit of stock- 
holder was a constructive dividend. Tax- 
payer and two other stockholders were 
indebted to their corporation in the 
amount of $35,800, the subscription 
price of their stock. Book entries showed 
the corporation’s canceling this debt, 
while a second corporation owned by 
the same stockholders canceled the $35,- 
800 of a debt owing to it from the first 
corporation for construction work. The 
Tax Court held for the Commissioner 
on the ground that taxpayer had failed 
to overcome the presumption of correct- 
ness of the Commissioner's finding that 
a constructive dividend resulted. This 
court remands the case. Introduction of 
substantial evidence of book entries by 
the taxpayer dissolved this presumption. 
On the record, there was no evidence to 
support a finding by the Tax Court of 
a constructive dividend. Stout, CA-4, 
12/29/59. 


Stockholders have dividend on sale of 
stock [Acquiescence]. The taxpayers were 
shareholders of a corporation which was 
formed in 1947 to acquire war surplus 
tankers the The 
shareholders consisted of three groups: 
high government officials (taxpayer Dud- 
ley is the widow of Secretary of State 


from Government. 


Stettinius), a group of experienced 
shipping men and the promoters who 
A purchase of 
was financed through 
$10,000,000 made by 
Metropolitan Life Insurance Company 


managed the business. 
several tankers 
loans of some 
to the corporation under an agreement 
which prohibited the corporation from 
acquiring additional tankers, although 
three more had been offered. A foreign 
firm was eager to obtain these tankers 
to use them to carry oil from the Persian 
Gulf to China. 
the 
formed a 


In order to circumvent 
the taxpayers 
corporation which 
acquired the ships. The stockholders of 
the new corporation were substantially 
the same as those of the old. The foreign 
firm then bought all of the stock of the 
new corporation and thereby acquired 
control of the tankers, which were sub- 


loan restrictions, 


new 
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chartered ultimately to a branch of the 
Nationalist Government of China. Tax- 
payers reported their profits as capital 
gain from the sale of securities. The Tax 
Court, invoking the doctrine of sub- 
stance over form, held that they received 
a dividend. It reasoned that, as to the 
taxpayers, the new corporation must be 
disregarded since it did not really serve 
any business purpose other than to 
acquire title to property. The Court 
treated the transaction as though the 
original corporation had acquired and 
sold the tankers and then distributed 
the profits to its stockholders. Dudley, 
32 TC No. 50, acq., IRB 50-1959. 


New preferred in nontaxable merger 
and recapitalization free from Section 
306 taint. New preferred stock received 
pursuant to a nontaxable merger and 
recapitalization by holders of the old 
preferred of the surviving corporation 
is held “section 306 
stock” under the following facts: (1) all 
shares of the surviving corporation, be- 


not to constitute 


fore and after the merger, were widely 
held by the public; (2) the largest in- 
dividual holder of the old preferred 
owned only 1.5% of the outstanding 
issue, and held no common stock; (3) 
only persons who owned 17.6% of the 
common after the merger will also own 
preferred, and all of these will own only 
about 24% of the preferred. Rev. Rul. 
60-1. 


Use of corporate assets as part payment 
of stock purchase is a dividend to pur- 
chaser. ‘Taxpayer purchased all the stock 
of a corporation. He made a down pay- 
ment and the balance of the purchase 
price was payable in monthly install- 
ments for ten years. Pending payment, 
the sellers would retain legal title to 
the stock and taxpayer would have bene- 
ficial ownership. Taxpayer, with certain 
limitations, had the right to vote the 
stock, control and manage the corpora- 
tion and have it pay him dividends pro- 
vided they were applied in reduction of 
taxpayer's outstanding debt to the 
sellers. Pursuant to the terms of the 
agreement, taxpayer caused the corpo- 
ration to surrender a life insurance 
policy owned by the corporation on the 
life of one of the former shareholders. 
The proceeds were paid to the sellers. 
Taxpayer also caused the corporation to 
cancel a debt of a prior shareholder. 
The Tax Court rules that taxpayer re- 
ceived a dividend to the extent of the 
value of the policy and the cancelled 
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debt. These transactions were part of 
the purchase agreement and the pay- 
ments reduced taxpayer’s debt for the 
stock purchase. Christensen, 33 TC No. 
56. 


Cancellation of part of stockholder’s in- 
debtedness was a dividend. A corpora- 
tion which had succeeded a partnership 
erroneously reported income of $25,000 
from the investment account of tax- 
payer, a former partner and a principal 
stockholder of the corporation, and paid 
the taxes on it. Later, taxpayer reported 
the income on his own return. The cor- 
poration then filed a claim for refund 
with respect to the tax it had paid on 
such income and received a refund of 
$12,200 which it credited to taxpayer’s 
drawing account on its books. Inasmuch 
as taxpayer had been indebted to the 
corporation in excess of $12,200, and the 
corporation had substantial earnings and 
profits, the credit of the $12,200 to tax- 
payer’s account was held by the Tax 
Court to be the equivalent of a divi- 
dend distribution resulting in taxable 
income to him. This court affirms. Hash, 
CA-4, 12/15/59. 


Withdrawals, if from earnings, taxed 
as dividends. Taxpayer withdrew money 
from a corporation which she controlled 
as administratrix and sole heir of her 
father. The money was entered on the 
books as open-account loans and was in 
excess of the earnings and profits of the 
corporation. The Tax Court held the 
withdrawals were not loans, but were 
dividends to the extent of earnings and 
profits. The court found that the stock- 
holder had no intention of repaying the 
withdrawals. This court affirms. That the 
withdrawals were disproportionate to 
her personal interest in the corporation 
was unimportant since she controlled 
the corporation. Nor did the fact that 
the sum of the withdrawals exceeded 
the earnings and profits preclude treat- 
ment of the payments as dividends to 
the extent of earnings. Roschuni, CA-5, 
11/10/59. 


*Stockholder-beneficiary receives corpo- 
rate insurance tax-free. A corporation 
took out life insurance on its president, 
who with his wife owned 40% of its 
stock, with itself as beneficiary, reserv- 
ing the right to change the beneficiary 
at will. Similar policies were taken out 
on the lives of the other two stock- 
holder-officers. The plan was to change 
the beneficiary so that the corporation 


would receive nothing when the insured 
officer died, and the stockholders would 
share in the proceeds of the policy in 
proportion to their stockholdings. This 
was done. The Tax Court held the 
policy was purchased in pursuance of a 
plan to distribute corporate profits to 
stockholders and the stockholder-bene- 
ficiaries were not entitled to exclude 
the proceeds from their income as 
amounts received under a life insurance 
contract paid by reason of the death 
of the insured. This court reverses. The 
policy was valid under applicable Ohio 
law. Since the corporation did not in 
fact receive the proceeds, the court re- 
fuses to treat the transaction as if it had, 
and then distributed the proceeds to the 
taxpayer-stockholder, [The question of 
whether the payment of premiums by 
the corporation was a dividend was not 
at issue. See comment page 000.—Ed.| 
Ducros, CA-6, 11/25/59. 


EXCHANGES 


Carryover denied; tax avoidance was 
purpose in acquisition. In 1950 taxpayer 
acquired 96% of the capital stock of a 
company whose assets were worth less 
than book value. Immediately after the 
acquisition the company sold the assets 
to taxpayer at a loss, which it claimed 
on its 1950 return. In subsequent years 
consolidated returns were filed with the 
subsidiary, and taxpayer attempted to 
carry this loss over into the consolidated 
return. The court upholds the Com- 
missioner’s denial of the carryover under 
Section 129 of the 1939 Code [similar to 
Section 269 of the 1954 Code.—Ed.}. 
There was no business purpose in the 
acquisition or in the sale of the assets. 
In fact they were abandoned. The only 
purpose of the transaction was to ob- 
tain a tax lien. Hawaiian Trust Co., 
DC Hawaii, 11/24/59. 


Ordinary income on cash received by 
shareholder in bank consolidation [Cer, 
tiorari denied]. Taxpayer owned 450 
shares of stock in a trust company which 
consolidated with a national bank. To 
avoid unreasonably small fractional 
shares, the bank gave one share of its 
stock and $36 for each eight shares of 
trust company stock surrendered. Pay- 
ment was made out of some $450,000 set 


aside by the national bank before the | 
consolidation. The Court of Claims | 


found the transaction was a reorganiza- 
tion but that the cash is taxable as or- 
dinary income. The distribution of 
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$2,025 received by the taxpayer was, it 
found, essentially equivalent to a divi- 
dend. It is immaterial whether the boot 
was paid out of the national bank funds 
or trust company funds. Because the pur- 
pose of the cash payment was to give 
trust company stockholders precisely the 
appraised value of their shares, the segre- 
gated $450,000 was in reality funds of 
the trust company. Taxpayer’s argument 
that the payment was not essentially 
equivalent to a dividend because his 
proportionate interest was changed in 
the transaction is also without merit. 
Such changes are inherent in any statu- 
tory consolidation. Taxpayer has the 
same right to receive dividends, and the 
same right to share in the assets upon 
dissolution of the consolidated bank, as 
he would have had if the trust company 
had declared a dividend. Ross, cert. 
den., 10/26/59. 


Spin-off of hotel business won't qualify 
if hotel earnings financed retained busi- 
ness during five-year period. A corpo- 
ration engaged in the hotel and real 
estate business for over five years can- 
not spin-off tax-free the hotel business 
for stock in a new corporation pursuant 
to Section 355, where within the five 
year period prior to the distribution it 
acquired substantial new rental proper- 
ties earnings. Rev. Rul. 59-400. 


RELATED TAXPAYERS 


*Multiple building corporations denied 
surtax exemptions. Three individuals 
formed a corporation to subdivide and 
develop a tract of land and construct a 
237-house development. The incorpo- 
rators paid $4500 for its stock. A group 
of investors advanced $300,000 to the 
corporation with the understanding 
that they would receive 50% of its 
profits. After the land was acquired, the 
proposed subdivision approved by the 
state and construction commenced, 16 
new alphabet corporations were formed 
to take over and complete construction. 
One or more of the incorporators of 
the original corporation controlled each 
of the new corporations. The original 
corporation returned to the investors 
the $300,000 it had borrowed and the 
investors issued checks totalling $300,- 
000 to the new corporations in return 
for bonds. The alphabet corporations 
then paid over this amount to the 
original corporation in reimbursement 
of land and other costs. The original 
corporation conveyed the land to the 
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*xkindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 











new corporations, assigning 14 or 15 
lots to each new corporation. Each of 
the alphabet corporations paid build- 
ing fees and other construction costs 
billed to them and conveyed titles to 
the ultimate purchasers of the houses. 
The entire tract was advertised as a 
single development and the sale was 
handled through a single realty com- 
pany. Although separate books and 
bank accounts were maintained for each 
of the corporations, all the corporations 
were located in the same office and 
shared a common office staff. The Tax 
Court decides that there was no sub- 
stantial business purpose for the forma- 
tion of the alphabet corporations and 
that they did not engage independently 
in any substantive business activities. Ac- 
cordingly, the alphabet corporations are 
disregarded and their net incomes are 
chargeable to the original corporation 
which, in effect, had taken all the steps 
necessary to create the income and con- 
trol its disposition. A significant fact in- 
dicating an absence of arms-length deal- 
ing and failure to treat the alphabet 
corporations as independent entities was 
the handling of bond redemptions by 
the original incorporators. The alphabet 
corporations were caused to pay bond 
premiums to its bondholders in order to 
effect the 50-50 split in profits from the 
over-all development of the tract. The 
court is also influenced by the fact that 
the alphabet corporations made interest- 
free loans to outsider corporations con- 
trolled by the original incorporators. 
Aldon Homes, Inc., 33 TC No. 65. 


Corporation using funds to aid stock- 
holders’ activities subject to accumu- 
lated earnings tax. Taxpayer corpora- 
tions operated motion-picture theatres 
and were part of extensive business in- 
terests carried on by one family. The 
corporations had accumulated large sur- 
pluses and sought to prevent the imposi- 
tion of the penalty surtax by contend- 
ing they needed the accumulations to 
meet the competition of drive-in 
theatres and television, and to refurnish 
and refurbish their theatres. On the 
facts, the court finds the earnings ac- 
cumulated prior to the taxable years in 
issue were more than sufficient to meet 
any reasonable needs of their businesses 
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immediately or prospectively, as evi- 
denced by extensive loans to several 
of the family enterprises. It holds each 
of taxpayers was availed of to prevent 
the imposition of surtax upon their 
shareholders. Latchis Theatres of Keene, 


Inc., TCM 1959-247. 


Attempt to shift abandonment loss to 
affiliate fails. Taxpayer and its sister 
corporation operated drive-in theatres. 
The business of the sister declined, and 
by June 1954 its theatre was completely 
shut down. In August, 1954, taxpayer, 
whose operations were still profitable, 
purchased the theatre from its sister at 
the book value of $30,500. The theatre 
was subsequently damaged by Hurricane 
Hazel and completely abandoned, and 
taxpayer claimed an abandonment loss 
on its 1955 return. The Commissioner 
took the position that the purchase was 
a sham undertaken only in an attempt 
to shift the abandonment loss from the 
sister, who could not use it, to taxpayer. 
He made a reallocation under Section 
482 of the 1954 Code and denied the 
loss. The court upholds the Commis- 
sioner’s reallocation. Aiken Drive-In 
Theatre Corp., DC N. C., 12/1/59. 


Accumulated earnings tax upheld. Tax- 
payer-corporation manufactured exclu- 
sively for a corporation owned by its 
shareholders. It rented space from the 
other corporation and_ had little need 
for machinery and equipment. Only 
nominal dividends had been paid. The 
court upholds the Commissioner’s im- 
position of the penalty for unreasonable 
accumulation of surplus. Engineering 
Corp. of America, DC Ind., 10/15/59. 


Distribution treated as from a collapsi- 
ble corporation; burden of proof not 
shifted. A distribution by a construction 
corporation of $50,000 to a stockholder 
when the construction was almost com- 
plete was held by the Tax Court to have 
been made by a collapsible corporation, 
and to be taxable to the recipient as 
ordinary income in the absence of proof 
that the collapsible corporation section 
doesn’t apply. The fact that the Com- 
missioner in his deficiency notice stated 
that the distribution was taxable at 
ordinary income tax rates and did not 
mention the applicability of the col- 
lapsible corporation section until actual 
trial did not shift the burden of proof 
to the Government. This court affirms 
the Tax Court’s judgment without opin- 
ion. Sorin, CA-2, 11/23/59. 
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Synthetic group life insurance: 


new opinion may be the end of a gimmick 


A RECENT OPINION of the New York 
State Insurance Department may have 
sounded the death knell of synthetic 
group life insurance. 

As a result of statements of policy 
originally made by the Treasury many 
years ago (LO 1014, 2 CB 88, 1920; 
GCM 16069, XV CB 84, 1936; also see 
Regulation Section 1.61-2(d)(2)) group 
life insurance offers the ideal fringe 
benefit in that the premium payments 
are deductible while the employees re- 
ceive the economic benefits of insurance 
coverage taxfree. 

Technically speaking, group term life 
insurance is an employee benefit de- 
rived from a contract between the em- 
ployer and the insurance company un- 
der which a master policy is issued to 
the employer and a certificate is issued 
to each employee evidencing the amount 
of his insurance interest. The protection 
is temporary and is written on a year-to- 
year basis, being renewable, usually, at 
the employer's option. Also, the em- 
ployee is given the right of conversion, 
within 3] days after separation from 
employment, to permanent insurance at 
available rates at his attained age. 

Because the tax treatment of these 
plans is so unusual, insurers have intro- 
duced new forms which give an owner- 
executive substantially all the coverage 
and only token amounts are given to 
enough lower-paid employees to meet 
the underwriting. These 
termed “synthetic” group policies. Typi- 
cally the plan is adopted by a single 
employer engaged in a small business: 
a certificate for $100,000 will be issued 
each executive and individual certificates 
of $1,000 go to each of the other em- 
ployees. The executives ate medically 
underwritten but usually the rest are 


have been 


not. Competition among insurers has 
brought into the market the “superim- 
posed” or “jumbo” group policies under 
which more than one of the above-de- 


scribed contracts is written. Unlimited 


amounts of insurance for executive 
owners is thus made available. The 
insurers and their customers hope to 
obtain substantial insurance coverage 
for the executives with the corporation 
getting a deduction for the premiums 
and the executive not having to include 
the premium paid on their behalf in 
taxable income. 


Spread of idea 

The growth of group insurance has 
progressed to a point where trade asso- 
ciations are offering group plans for 
executives and key personnel of member 
corporations. And to accommodate the 
very small businessman, insurance com- 
panies have prepared programs called 
“baby groups” for such small firms. 

Despite the widespread growth of this 
type of group insurance underwriting, 
the Treasury has evidenced no inten- 
tion of reversing its position. However, 
the Treasury’s obvious reluctance to 
modify its position, perhaps because of 
political pressures, may be modified by 
the pronouncement of the New York 
State Insurance Department. 


Text of N.Y. Opinion 


This opinion dealt with a typical situ- 
ation: $100,000 of coverage was given 
the executive and $1,000 apiece to other 
employees. The Department said: 

“You inquire whether the contract to 
which you refer meets the standards of 
the New York insurance law, having in 
mind the provision in paragraph (a) 
1 of Section 204, which 
requires that the employees insured 
under a group life insurance policy 
issued to an employer shall be covered 
‘for amounts of insurance on each per- 


of Subsection 


son insured based upon some plan 
which will preclude individual selec- 
tion’. 

“The statutory definition of group 
life insurance which includes the above- 


quoted provision in paragraph (a) has 


for its purpose the establishing of sound 
underwriting practices. As a matter of 
legislative history, the group life insur- 
ance definition was originally drafted by 
the National Convention of Insurance 
Commissioners in 1917 and _ recom- 
mended for enactment in the several 
states in order to put a stop to unsound 
underwriting of group life insurance 
contracts. 

“¥or the purpose of compliance with 
the provision that the amount of insur- 
ance on each person shall be based 
upon some plan which will preclude 
individual selection, it is our construc- 
tion that there should be a consistent 
pattern in grading the amounts of in- 
surance, such as by grading the amount 
of insurance according to years of serv- 
ice or the amount of salary. Otherwise 

. . individual selection in not pre- 
cluded. Inasmuch as there is only one 
individual who may be covered for 
$100,000, it should be obvious that the 
graduation of insurance in this situation 
does not preclude selection.” 


IRS attitude 


Obviously, the Internal Revenue Serv- 
ice may use this ruling to either dis- 
allow deductions of the premium paid 
or attribute income to the executives, 
on the ground that the tax rulings ap- 
plicable to true group insurance do not 
apply to synthetic groups. 

Although the insurance department 
opinion affects New York only, it is 
probably only the forerunner of similar 
opinions in other jurisdictions. It is 
understood that the Internal Revenue 
Service has been awaiting the New York 
Insurance Department's decision (see 
The Bulletin of The Life Underwriters 
Association of The City of New York, 
November 1959 p6.) 


Buy-out agreements 


Another practice which has developed 
in connection with synthetic group in- 
surance is to have such policies fund 
stock-purchase agreements of the cross- 
purchase variety. To illustrate, indi- 
viduals X and Y each own half of the 
stock of the A Corporation which has 
a net equity valued at $400,000. A Cor- 
poration would procure $200,000 each 
of group life insurance on X and Y. 
Each principal would named his co- 
stockholder the beneficiary of his $200,- 
000 of coverage and in a separate con- 
tract he would provide for the survivor 
to purchase the stock of the first to die. 

Frequently overlooked in this type 











of at 
insur 
taxec 
in th 

Sec 
the € 
on tl 
in th 
consi 
or o! 
an i 
deat 
incor 
betw 
feree 
planz 
for % 
tion | 
absol 
recei’ 
a life 
state 
an @ 
ceive 
polic 
valua 
an in 

It 
scribe 





ind 
of 
sul 
by 
nce 
om- 
eral 
ind 


nce 


vith 
sur 
ised 
ude 
ruc- 
tent 
in 
unt 
erv- 
wise 
pre 
one 
fo1 
the 


tion 


Serv- 

dis- 
paid 
tives, 
$ ap- 
» not 


ment 


mila 
It is 
enue 
York 

(see 
riters 
York, 


loped 
ip in 
fund 
cross 
indi 
»f the 
h has 
. Cor 
. each 
nd ¥ 
is co 
$200, 
e con 


irvivo! 


to die. 


5 type 


of arrangement is the fact that the full 
insurance proceeds would probably be 
taxed as ordinary income to the survivor 
in the year received. 

Section 101(a) provides generally for 
the exclusion of life insurance paid up- 
on the death of the insured. However, 
in the case of a transfer for a valuable 
consideration of a life insurance policy 
or of an interest in such a policy by 
an insured to his co-stockholder, the 
death proceeds will be taxed as ordinary 
income to the extent of the difference 
between the outlays made by the trans- 
feree and such death proceeds. In ex- 
planation of what constitutes a transfer 
for a valuable consideration, Regula- 
tion Section 1.101-1(b)(4) states that any 
absolute transfer for value of a right to 
receive all or a part of the proceeds of 
a life insurance policy will suffice. They 
state “Thus, the creation, for value, of 
n enforceable contractual right to re- 
ceive all or a part of the proceeds of a 
policy may constitute a transfer for a 
valuable consideration of the policy or 
an interest therein.” 

It would appear that the pattern de- 
scribed, involving the use of group in- 


surance to fund a cross-purchase buy- 
sell agreement, would fall clearly under 
the quoted Regulations. Obviously, the 
results would be disastrous. 

It should be pointed out that this dire 
possibility arises in the first place be- 
cause state insurance statutes (i.e. Sec- 
tion 204 of New York’s Insurance Law) 
require that the beneficiary of group 
insurance be somebody other than the 
employer of the covered employee. 
Thus, the corporation cannot receive 
and use the death proceeds to redeem 
the shares owned by the first stockholder 
to die and the conventional plan of 
entity ownership of the policies is not 
useable. A cross-purchase plan must be 
used. But the usual cross-purchase agree- 
ment among stockholders is funda- 
mentally different from the group in- 
surance funded arrangement described 
here. In the ordinary situation the 
shareholders agree that upon the death 
of one of them, the surviving share- 
holders will buy the decedent's stock. 
To fund this agreement, each stock- 
holder acquires an insurance policy on 
the life of each co-shareholder, desig- 
nating himself the beneficiary of all 
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such policies. The owner of each policy 
is also the beneficiary. When group in- 
surance is used, however, the surviving 
shareholder is the beneficiary of the 
policy which the deceased had owned. 
Thus, the contract falling within the 
language of the regulation is that in 
which each stockholder agrees to name 
the other as beneficiary. There is no 
such agreement in the conventional type 
of cross-purchase situation. ¥ 
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New Kintner Regs. not retroactive, give 


specific criteria to test partnership 


The long-promised Regulations on associations taxable as corporations, 


by CARL A. STUTSMAN, JR. 


just 


issued, are being studied by tax men, both to help solve problems with their clients 


but also in preparation for further argument at the hearings for clarification of 


many important points. This article comments on the principal details in the 


Proposed Regulations, and points out areas where improvement is needed, and 


problems which will arise unless the final Regulations are amended. 


his sIncE the Ninth Circuit held 
that the Kintner group of doctors 
was an association taxable as a corpora- 
tion (and thus eligible for corporate 
pension plans) professional men and 
their tax advisors all over the country 
have been eagerly awaiting the regula- 
tions the Treasury long ago promised to 
issue setting forth its definition of asso- 
ciation taxable as a corporation. 

The Kintner decision came down in 
1954 (216 F.2d 418). In 1957 the Treas- 
ury promised (Rev. Rul. 57-546) to at- 
tack the problem of the status of Kint- 
ner associations by applying the “usual 
tests.” December 23, 1959, 
the Treasury issued its proposed Regu- 
lations under Sections 7701 of the Code. 
The delay of over five years in promul- 
gating these Regulations was undoubted- 
ly caused by many problems facing the 
Treasury, only one of which was the 
decision in the Kintner case. 

The proposed Regulations adopt most 
of the material in the Regulations is- 
sued under Section 3797 of the ’39 Code. 
Congress made no material change in 
this field of tax law in enacting Section 
7701 of the 1954 Code. However, be- 
cause of the great volume.of case-made 
law and because of the numerous diffi- 
culties and sophisticated problems in 
the field, the proposed Regulations are 
much more extensive than those issued 
under the 1939 Code. They contain a 
number of examples and, by and large, 


Finally on 


seem to represent a reasonable job of 
draftsmanship. 

However, in applying the provisions 
of these proposed Regulations to the 
problems of a Kintner-type association 
considerable difficulty is raised. The ad- 
vantages and problems of these asso- 
ciations as they appeared prior to the 
issuance of the new Proposed Regula- 
tions was discussed in a previous article 
(11JTAX336, December 1959). Now we 
must look at these groups in the light 
of the Proposed Regulations. 

It will be recalled that basically, the 
operation of a Kintner plan is quite 
simple. A group of two or more doctors 
(or lawyers, or any individuals, pre- 
sumably) organizes a partnership under 
the laws of a particular state. By design 
this partnership adopts certain of the 
characteristics of a corporation, chiefly 
continuity of existence and delegation 
of management functions. If a legal en- 
tity is deemed to be an association, it 
is by definition a corporation and tax- 
able as such, irrespective of its other 
legal characteristics. Having become a 
corporation for tax purposes, the en- 
tity is then assumed to have all of the 
characteristics of corporation for such 
purposes, both favorable and unfavor- 
able. Thus, ingeniously, the Commis- 
sioner’s sword is turned upon him. For 
the first time a provision of the tax 
law which had long been thought to be 
particularly disadvantageous to a busi- 


ness group became the basis for sub- 
stantial tax advantage: the adoption of 
profits shaing plans benefitting the 
owners as well as other employees, for 
example. 


Not retroactive 


Turning now to the new Proposed 
Regulations, the chief complaint one 
can direct at them is that they purport 
to be applicable only to taxable years 
beginning after they become final, the 
year 1961 and later in most cases. If 
this provision is not dropped in the 
final draft, a long gap in the law of 
Kintner will remain. Many such asso- 
cations have been created in reliance 
on the Ninth Circuit Court decision in 
1954. Their future may remain need- 
lessly clouded, although it is difficult 
to imagine any court refusing to ap- 
prove the status of a group which other- 
wise conforms with the example of an 
association in Section 301, 7701-2(g). 
Since Congress did not in 1954 change 
the law contained in Section 3797 of 
the 1939 Internal Revenue Code, it is 
difficult to see why the Regulations were 
not made retroactive, at least to all 
years not barred by the statute of limi- 
tations. Much case law was developed 
after the earlier Code section was sup- 
plemented by Treasury regulations and 
much of it is adopted by the present 
proposal, including the Kintner case 
itself. It is certainly to be hoped that 














this needless confusion will ultimately | 


be eliminated. 


Relation to state law 


The Treasury attempted, but not with 
as much success as might have been 
desired, to make uniform 
throughout the country and at the same 
time to give proper recognition to the 


tax laws 


| 


tax effect which local law should have | 
| tion ‘ 


on a given set of facts. Section 301.7701- 
l(b) provides in part as follows: 

“These tests, or standards, which are 
to be applied in determining the classi- 
fication in which an organization be- 
longs (whether it is an association, a 
partnership, a trust, or other taxable 
entity) are determined under the In- 
ternal Revenue Code.” 

Subsection (c) then provides in part: 
“Although it is the Internal Revenue 
Code rather than local law which estab- 
lishes the tests or standards which will 


be applied by determining the classifi- 
cation in which an organization be- 
longs, local law governs in determining 
whether the legal relationships which 


' 
' 
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have been established in the formation 
of an organization are such that the 
standards are met. Thus, it is local 
law which must be applied in determin- 
ing such matters as the legal relation- 
ships of the members of the organiza- 
tion among themselves and with the 
public at large, and the interests of the 
members of the organization in_ its 
assets.”” 

Although this approach appears rea- 
sonable, it has a large amount of built- 
in confusion and may serve to make 
some of the tests dependent in fact 
upon the numerous differences of state 
law. To a substantial extent, this may 
undermine the provision that the tests 
themselves are to be determined under 
the Internal Revenue Code. 

Normally the legal relationships of 
the members of the organization among 
themselves are determined by their con- 
tract. If the contract meets the tests set 
up in the Regulations, local law should 
be irrelevant except, possibly, if the 
agreement were for some reason void 
under a state statute. If the local law 
characterization of the organization is 
to be looked to to determine tax results 
the effectiveness of the Regulations 
insofar as they purport to approve a 
Kintner type of association is shadowed. 
Possibly the regulations here are il- 
lusory. 


Corporate characteristic 


\ rather elaborate set of standards 
has been set up to determine whether a 
particular organization qualifies as or 
becomes involuntarily an “association.” 
It is defined, as it has been for years, 
organization character- 
istics require it to be classified for pur- 
poses of taxation as a corporation rather 
another type of organiza- 


” 


as an “whose 


than as 
tion 

Che characteristics of a pure corpora- 
tion which distinguish it from other 
organizations are: (1) associates, (2) an 
objective to carry on business and divide 
the gains (3) continuity of its life, (4) 
centralization of management, (5) lia- 
bility for corporate debts limited to the 
corporate property, and (6) free trans- 
ferability of interests. The presence or 
absence of each of these corporate char- 
acteristics is to be considered, say the 
Regulations, in determining whether a 


As of 1960, 38 states and Guam had adopted the 
Uniform Partnership Law, with local variations 
in many instances. 

For example, Section 15018 of the California Cor- 


\ Porations Code. 


particular organization is to be classi- 
fied as an association. The presence of 
each of the features is not considered 
to be necessary. In other words, “an or- 
ganization will be treated as an asso- 
ciation if the corporate characteristics 
are such that the organization more 
nearly resembles a corporation than a 
partnership or trust.” A _ balancing 
proposition is required to see which 
features predominate and it is not clear 
how much weight will be given to each 
or whether each feature carries the same 
emphasis. 

The Treasury points out that since 
associates and an objective to carry on 
business and divide the profits are com- 
mon to both corporations and partner- 
ships, a distinction between the two 
organizations for tax purposes is to be 
determined by whether there exists: (1) 
centralization of management, (2) con- 
tinuity of life, (3) free transferability of 
interests, and (4) limited liability. Stand- 
ards are provided to determine whether 
each of these attributes exists. 


Continuity 


found if death, in 
sanity, bankruptcy, retirement, resigna- 
tion or expulsion of any member does 
not cause a dissolution of the organi- 
zation. If so, the necessary continuity is 
thought to be lacking. Unfortunately, 
it isn’t clear whether any such event, 
for example bankruptcy, may result in 
a dissolution without destroying the 
continuity if all others do not. Safe 
drafting will apparently require refer- 
ence to each such contingency. Dissolu- 
tion is defined as an alteration of the 
identity of an organization, by reason of 
a change in the relationship between its 
members. The Regulations state that a 
resignation of a partner from a general 
partnership destroys the mutual agency 
which exists between such partner and 
his co-partners and thereby alters the 
relation between the partners which con- 
stitutes the identity of the partnership, 
thus dissolving it. 


Continuity is 


It is recognized that agreement may 
provide the business will be continued 
by the remaining members, continuity 
of life is still lacking if under local 
law the withdrawal of a member causes 
a dissolution of the organization. Thus, 
the effectiveness of the agreement be- 
tween the parties to establish one neces- 
sary element may vary from state to 
state. The Uniform Partnership Law 
adopted by most states! provides that 
termination may be controlled by the 
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[Mr. Stutsman is an attorney, a member 
of the firm of Hill, Farrer & Burrill, Los 
Angeles. See also his article on Kintner 
Associations in December 1959, 11JTAX 
336.) 





terms of the partnership agreement. But 
dissolution can not be so controlled. Not 
all states, however, have adopted the 
uniform partnership act in full. This is 
an area where undue emphasis has been 
given to the effect of local law over 
the written agreement between the 
parties. 


Management 


With respect to the test of centraliza- 
tion of management, it is provided that 
this exists if any person (or any group 
of persons which does not include all 
the members) has continuing authority 
to make management decisions in the 
conduct of the business for which the 
organization was formed. Continuing 
probably means that the authority, once 
extended, lasts until revoked or modi- 
fied. 

It is significant that the Treasury 
states the persons who have such man- 
agement authority may or may not be 
members of the organization. This will 
permit expert business management of 
affairs to be used where most profes- 
sional men have neither the time nor 
skill to handle such ordinary manage- 
ment problems. It is important that the 
management be vested with exclusive 
authority to make decisions which need 
not be ratified by the members. Other- 
wise the “centralized authority” is 
deemed merely performance of minis- 
terial acts as an agent and at the direc- 
tion of a principal and meaningless for 
tax purposes. 

The Regulations take the question- 
able position that a general partnership 
cannot achieve effective concentration 
of management powers, and therefore 
centralized management, because of the 
mutual agency relationship between the 
general parners. This approach appears 
to overlook the provision of the Uni- 
form Partnership Law? which expressly 
provides that the agreement may alter 
the joint management powers of the 
general partners between themselves. 
Most unfortunately, the Treasury takes 
the position that even if such an agree- 
ment exists it will be meaningless tax- 
wise because it is infective against out- 
siders who had no notice of it. It is 
almost universally the rule that delega- 
tion of authority between general part- 
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ners is ineffective to limit partnership 
liability to outsiders without notice. If 
this approach is not modified in the 
final draft of the Regulations, a doubt 
exists whether a general partnership 
will be feasible in cases where a Kintner 
plan is desired. 


Liability 

The ‘is that of limited 
liability. This is deemed to exist if 
there is no member who is personally 
liable for the debts or claims against 
the organization. Again a general part- 
nership is thrown under a shadow. Per- 
sonal liability is thought not to exist 
when the only members who are per- 
sonally liable for the debts of the 
organization have no substantial assets 
which could be reached by a creditor. 
What is meant by this is not clear. 
Suppose a corporation were the only 
general partner and had as its chief 
or perhaps only asset its interest in the 
partnership. Question: Would this in- 
terest be a “substantial asset’? Does the 


next area 


Treasury mean substantial assets other 
than the investment in the Asociation 
and what is substantial. These are un- 
fortunate problems which one can hope 
may disappear in the final Regulations. 


Transferability 


With respect to transferability of in- 
this test will be met if each 
member, or those members owning sub- 
stantially all of the interests, may with- 
out the consent of the other members 
substitute others for themselves. Such 
transferability is not deemed to exist 
where each member, acting without the 


terests, 


consent of the others, is limited to as- 
signing his right to share in the profits 
but is prohibited from assigning his right 
to participate in management. 
Furthermore, for free 
transferability is deemed to be meaning- 


a provision 


less if, under local law, a transfer re- 
sults in the dissolution of the old or- 
ganization and, in effect, the formation 
of a new organization. The harshness 
of this requirement is softened by stat- 
ing that a modified form of transfer- 
ability which would qualify is recog- 
nized if each member is permitted to 
transfer his interest to outsiders only 
after first offering it to the other mem- 
bers of the organization at fair market 
value. Such limited transferability, how- 
ever, it is stated, has less significance in 
deciding the question of whether the 
organization is a corporation than has 
“free” transferability. This is an obvious 
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red flag to professional groups who 
seldom, if ever, are willing to open their 
doors to anyone not receiving a unani- 
mous vote of confidence. It might be 
observed that statement would probably 
apply to almost any closely held business 
organization. 


Examples may not clarify doubts 


In spite of the use of two exam- 
ples with respect to medical groups 
qualifying as associations, a sufficient 
number of questions can be raised 
from an analysis of the tests of the 
Proposed Regulations to medical and 
professional organizations to raise a 
doubt as to whether they were deemed 
to be of a type which could ever qualify 
as an association. Fortunately, a large 
part of the doubts which strict reading 
raises appear to be eliminated by the 
two examples contained in the Regula- 
tions. 

“Example (1). A group of seven doc- 
tors forms a clinic for the purpose of 
furnishing, for profit, medical and 
surgical services to the public. They 
each transfer assets to the clinic and 
their agreement provides that except 
upon complete liquidation of the or- 
ganization on the vote of three-fourths 
of its members, no member has any in- 
dividual interest in its assets. Their 
agreement also provides that neither the 
death, insanity, bankruptcy, retirement, 
resignation, nor expulsion of a member 
shall cause the dissolution of the organi- 
zation. A member who withdraws does 
not have the power to dissolve the 
organization. The management of the 
clinic is vested exclusively in an execu- 
tive committee of four members elected 
by all the members, and no one who is 
not a member of this committee has the 
power to bind the organization by his 
acts. Members of the clinic are per- 
sonally liable for all debts of, or claims 
against, the clinic. Every member has 
the right to transfer his interest to a 
doctor who is not a member of the 
organization, but he must first advise 
the organization of the proposed trans- 
fer and give it the opportunity on a 
vote of the majority to purchase the 
interest at its fair market value. The 
organization has associates and an ob- 
jective to carry on business and divide 
the gains therefrom. While it does not 


have the corporate characteristic of 


limited liability, it does have the char- 
acteristics of centralized management, 
continuity of life, and a modified form 
of transferability of interests. The or- 
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an Association if one of the two men 
should die is not free from difficulty, 
obviously, Such an event would cer- 
tainly dissolve a partnership irrespective 
of what the written agreement might 
provide. Any two-man group would be 
well advised to bring in at least one 
other member, if it is feasible to do so, 
if a Kintner plan is desired. 

It will be noted that in example No. 
1, the Treasury finds that three out of 
the four corporate characteristics exist, 
centralized management, continuity of 
life and transferability of interests. Only 
limited liability is missing. Three out 
of four were found to be sufficient. One 
of the three was not a full right but a 
so-called modified form of transfer- 
ability, which it will be recalled was to 
be given less significance than free trans- 
ferability. Thus something less than 
75% is enough. 

It is significant that although the ex- 
ample provides that no one who is not 
a member of the management executive 
committee can bind the organization 
by his acts, it is not stated that since 
this provision is presumably ineffective 
as to outsiders without notice, central- 
ization of management is lacking. In 
discussing the impact of local law the 
Regulations flatly took the position that 
if a delegation of authority among the 
members of a general partnership was 


the 


ineffective against anyone outside 
group without notice, centralization of 
Can it b? 
assumed that the Treasury considered 


management did not exist. 
centralization of management valid if 
it is provided among the parties and by 
the terms of the argeement, irrespective 
of whether or not under all circum- 
stances it would be effective. It would 
have been more soothing had the Treas- 
ury clarified its thinking by a specific 
statement that the agreement will be 
effective on this point, even though not 
binding on outsiders who had no knowl- 
edge of it. 

It must be assumed that the Treasury 
did not intend to make its example en- 
tirely illusory. Since there is no indi- 
cation of whether finding only two of 
the four corporate characteristics would 
be sufficient, it can be inferred that if 
three of the four corporate characteris- 
the terms of the 


agreement, a valid association has been 


tics are met under 
created for all tax purposes. 

At the present time one must attempt 
to guess whether the example will con- 
trol the text of the Regulations. The 


two are very difficult to reconcile unless 


the example is intended to be limited 
to states which permit a corporation to 
practice medicine. 


Value for planning 


The difference between the two Kint- 
ner examples may be of considerable 
significance in tax planning. First, al- 
though the agreement in the second case 
provided that neither death, insanity, 
bankruptcy, retirement, resignation, or 
expulsion shall cause a dissolution, it 
is assumed that a member who with- 
draws does have power to dissolve the 
organization. In other words, the agree- 
ment was ineffective under the local 
law. Unfortunately, the law of most 
States provides, in effect, that the ques- 
tion of the power to dissolve an or- 
ganization may not be fixed by 
terms of the agreement. It may be 
hoped that the Treasury will consider 
substituting the word “termination” for 
the word “dissolution” in the final regu- 


the 


lations. This would remove much of the 
uncertainty in this field since the written 
agreement can be effective in controlling 
termination of the entity where the 
question of dissolution is ordinarily 
beyond the control of the parties. 

In the second example, centralization 
of management is deemed ineffective 
against outsiders without notice and it 
is stated that the act of any member 
within the scope of the organization’s 
business binds it so far as such outsiders 
are concerned. Was the Treasury in- 
tending to distinguish the two cases on 
the basis of the characteristics of general 
and limited partnerships without saying 
so? It would appear that true centraliza- 
tion of management, if it must exist 
even against persons without notice for 
the desired tax results to follow, could 
never follow if other provisions of the 
proposed regulations are to be believed. 

The gray areas between example 1 
and 2 pose some interesting questions. 
In example No. 1, three of the four 
magic characteristics, one watered down 
you will recall, are deemed to exist, 
whereas in example No. 2, none of the 
four were found. Suppose two of the 
four are there, but not three? 
If one may be permitted to speculate 

which of the three characteristics 
are deemed the most important by the 
Treasury, one would be inclined to 
guess that it would probably be the 
factor of centralized management. This 
we have only if the document creating 
such centralized management between 
the parties is effective, even against 


on 


Taxation of partnerships * 177 
outsiders without notice. In all states 
which follow the uniform partnership 
law, this would not be true. Probably 
not in other states either. The very 
nature of a partnership imposes lia- 
bility to outsiders who rely upon the 
appearance and conduct of a partner as 
such. It is submitted that the Treasury 
should be willing to rely upon the 
validity of the agreement between the 
parties themselves as establishing a 
valid association, irrespective of whether 
under certain circumstances outsiders 
might not be bound by it. The Treasury 
is not an innocent creditor to that 
extent. Otherwise, Example No. 1 which 
purports to legitimize an association may 
pose somewhat of a trap. It can be 
assumed that in no instance would such 
an association be beyond attack on some 
ground when all aspects of local law 
are taken into account. Exceptions can 
arise to any one of the rules respecting 
centralized management, continuity of 
life, transferability of interests and 
limited liabilities. Surely the Treasury 
did not intend to hold out a prospect 
which would have no substance what- 
soever to those who avail themselves of 
it. 

It seems reasonable to assume that 
the issue should basically be how effec- 
tive is the agreement between the parties 
themselves with respect to the charac- 
teristics of an association, rather than 
how effective is it for purposes of local 
law. 

Some may see a hopeful note in the 
fact that specific reference is made in 
some of the other association examples 
as to the effect of certain local law pro- 
visions. the two 
Kintner examples, although it may be 
strongly inferred in Example No. 2, 
where contrary to the agreement, with- 
drawal of a member was held to dis- 
solve the organization. Any such con- 
clusion 


This is not done in 


seems unwarranted since it is 
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clear that all taxpayers are certainly to 
be treated alike in applying the general 
concepts stated. 

It is hoped that the Treasury will 
clarify a few of the provisions in its 


final Regulations. * 


New decisions 





Sale of partnership business deemed sale 
of partnership interests not assets; loss 
was capital. Taxpayer's partnership op- 
erated a fur farm. It agreed to merge 
another fur farm. A 
new corporation was created and the 


its business with 


partnership sold its entire business to it 
for stock. The corporation agreed to 
pay all partnership debts, perform and 
liquidate all outstanding partnership 
contracts and to hold the sellers harm- 


less against all existing and future 
claims, demands, liabilities, expenses, 
etc. Taxpayer had a loss on the sale 


and the issue is whether it is a capital 
or ordinary loss. The Tax Court rules 
that since taxpayer sold a going busi- 
ness, it was really a sale of all the part- 
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nership interests rather than a sale of 
the physical assets. Accordingly, each 
partner had capital losses. The fact 
that the partnership continued in exist- 
ence after the sale, that it held the 
stock of the corporation and that it 
filed a partnership return for the period 
after the sale is not controlling. The 
court notes that the partnership did not 
carry on any business activities after the 
sale. Nieman, 33 TC No. 49. 


Commodity trading funds are associa- 
tions taxable as corporations. Numerous 
individual investors deposited money in 
various investment funds (taxpayers 
here) which were organized by a broker- 
age firm to permit investors to pool 
their resources for actively and con- 
tinuously trading in commodity futures 
and spot commodities. The commodity 
accounts were in the name of the fund. 
There was centralized management in 
that the brokerage partnership had 
absolute power to manage the funds’ ac- 
counts. Each fund had an 
lifespan; its existence was not affected 
by the death of any investor. New par- 


indefinite 


New decisions on exempt institutions 





*Relinquishment of right to select bene- 
ficiary not a payment of charitable con- 
tribution. Taxpayer created a trust in 
1952 the income of which was payable 
for 20 years only to charitable organiza- 
tions as selected by taxpayer. In 1954 
taxpayer relinquished this right of selec- 
tion as to 90% of the 1957 income. He 
claimed the relinquishment was a chari- 
table contribution. The court denies the 
deduction. The right to select among 
charities was of slight value, if any. Its 
relinquishment was not in any event a 
payment of a charitable contribution. 
Che court notes that the power to select 
among charitable beneficiaries is con- 
sidered of such slight importance that 
the power does not subject the grantor 
to taxation under Section 674. Win- 


throp, DC N. Y., 12/30/59. 


Gift and leaseback of resort area for 
employees not recognized. Taxpayer, the 
well known office machine manufacturer, 
charitable trust to it 
585-acre recreational area 
which it had developed extensively for 


created a which 


deeded a 


use by its employees and their families. 
Iwo days later the trust leased the 
property back to taxpayer at a fixed 


annual rental. Under the trust inden- 


ture, taxpayer reserved the right to re- 
the property for the 
amount it could deduct as a contribu- 
tion for this transfer. The trust was to 
be administered by two trustees and a 
committee composed of four of tax- 
payer's officers, directors or employees, 
appointed by, responsible to and re- 
movable by taxpayer’s board of direc- 
The committee’s actions were to 
be binding and not subject to court re- 
view, and it had authority to remove 
the trustees, appoint successors and to 
terminate the trust. The Tax Court 
charitable deduction for the 
value of the conveyed property because 
of the control that taxpayer retained 
over the property under the trust in- 
denture, aside from taxpayer’s 
power to terminate the trust and re- 
acquire the property. The court also 
disallows a deduction for rental pay- 
ments made by taxpayer to the trust. 
The court notes that rental payments 
are deductible only when paid for the 
use of property in which taxpayer has 
no equity. Because of the powers and 
controls retained by taxpayer, this re- 
quirement was not satisfied and the 
rental payments are not deductible. 
Burroughs Corp., 33 TC No. 48. 


acquire same 


tors. 


denies a 


even 


ticipants were admitted at the discretion 
of the managing partnership. The Tax 


Court, relying on these facts and the | 


Supreme Court decision in Morrissey 
(296 U.S. 344) holds that the funds are 
taxable as corporations. Admittedly, the 
funds possessed certain characteristics 
of partnerships: the unlimited liability 
of each member; the right of investors 
to terminate their interests and, within 
certain limitations, withdraw their 
profits at will; the restrictions of trans- 
fers of interests; profit-sharing methods, 
which resembled those of a partnership; 
the fact that the parties characterized 
the enterprise as a joint venture. How- 
ever, the court concludes that the funds 
have all the salient features of a corpo- 
ration: centralized management, _in- 
definite life span, ease of admitting new 
members. Since the funds are taxable 
as corporations, amounts distributed to 
the investors are dividend income and 
not capital gain. Smith, 33 TC No. 54. 


Partnership interest was sold to con- 
trolled corporation; loss disallowed. 'Tax- 
payer sold his partnership interest to 
a corporation in which he was a stock- 
holder. Some of the stock was owned by 
members of taxpayer’s family and the 
court finds that under the constructive 
ownership provisions of the Code, tax- 
payer is regarded as owning more than 
50% of the stock. Accordingly, the Tax 
Court concludes the loss is specifically 
disallowed. The fact that the transac- 
tion was bona fide is immaterial. Nie- 
man, 33 TC No. 49. 


*x*xMeals and lodging for resident part- | 


ner not deductible by hotel. Deductions 
taken for the cost of food, insurance, 
fuel, electricity, laundry and telephone, 
incurred in operating a lodge and guest 
ranch, are not to be decreased because 
the owner eats and lodges at the resort 
in connection with operating it. The 
Tax Court held the costs were essentially 
business in nature. This court reverses. 
The convenience of employer rule does 
not apply since the resort was operated 
as a partnership, and could not be an 
employer of the partners. Taxpayer's ex- 
penses are comparable to costs of car- 
fare, lunches and clothing incurred by 
millions of taxpayers so that they may 
carry on their business. There is one 
dissent on the ground that the expenses 
would be deductible if the resort was in- 
corporated and taxpayers should not be 
penalized for choosing the partnership 
form. Robinson, CA-3, 12/23/59. 
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Your editors are delighted with the re- 


| sponse to the first column of Shop Talk 


ind want to thank those readers who 
took the time at this busy season to 
express their views and suggest other 
problems. You will find this column 
valuable and stimulating if you write 
your views and comments on problems 
raised, and send us those interesting 
unique problems you encounter 
in your day-to-day practice which can- 
not be solved by research. 

What we want for these columns is 
your “off the cuff” reactions as an ex- 
perienced tax man; we urge you to take 
the brief time necessary to jot them 
down and send them on to us. With this 
second column we hope to make Shop 
Talk a regular monthly feature. 


ow is basis increased by 
gift tax on short term trusts? 


Mr. William Flinter of Cincinnati has 
suggested an interesting problem regard- 
ing application of Section 1015(d), which 
provides for the addition of any gift tax 
paid to the basis of the property given. 
Assume securities having a cost of 
$50,000 and a fair market value of 
$100,000 are transferred to a typical 
short term (10 years and one day) re- 
versionary trust, with provision for the 
income to be accumulated. Capital gains 
would be taxed to the grantor under 
Section 677 and added to his reversion. 
The grantor paid $5,000 in gift tax on 
this transfer in trust. 

The question: Is the gift tax added 
to the basis of the securities transferred, 
thus giving the grantor the benefit of 
the increased basis, either at the time 
Mf sale of securities by the trust or upon 
reversion of the securities to him and 
subsequent sale? Is it possible that the 


**|gift tax is to be recovered by an amorti- 
was Ill} 


zation deduction of the trust against 
urrent income? Or should the gift tax 
be added to the basis of any assets ac- 


quired by the trust from accumulated 
income? 

Mr. Flintner indicated that in his 
opinion the gift tax was simply added 
to the basis of the securities transferred, 
and would reduce any capital gain tax- 
able to grantor on sales by the trust. 


When do you deduct an 
indeterminable loss? 


A rather unusual problem involving 
when a loss deduction is to be taken 
has been raised by Oscar Aronfeld of 
New York City. A corporation having 
a depreciated cost basis in certain assets 
of $100,000 agreed to dispose of those 
assets under a contract requiring a pay- 
ment on execution of $20,000 and sub- 
sequent payments for a period of four 
years of 10% of the profits to be de- 
rived from the use of the assets, the 
aggregate future payments not to exceed 
$60,000. Obviously, the seller will sus- 
tain a minimum $20,000 loss, but it 
may sustain greater loss on the sale, 
the amount of which cannot be deter- 
mined until four years after the dis- 
position. When will the seller be tn- 
titled to a loss deduction or deductions? 


Relation of operating loss 
and spread back of fees 


Also in January we presented a ques- 
tion involving a computation of tax 
under Section 1301. The taxpayer, you 
may recall, received a $100,000 fee in 
1959 which was eligible for the spread- 
back computation under Section 1301. 
He also had a $50,000 excess of deduc- 
tions over his other income, apart from 
the fee, for 1959. The question was 
whether the deficit which remained for 
1959 after spreading back the $100,000 
fee could itself properly be carried back 
in the Section 1301 computation. 

Reader G. F. of St. Louis does not 
think the carryback is proper and says: 
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. After all, carrybacks exist only 
under the provisions of Section 172, 
which is applicable only if there is an 
actual net operating loss for the year. 
The taxpayer in your example has no 
actual loss—the loss is created only by 
the application of another relief pro- 
vision, Section 1301. He is trying to 
double up on these separate relief pro- 
visions.” 

On the other hand, a professor of 
accounting at an eastern university 
thinks the carryback computation is 
proper. He writes: “. . . Section 172 and 
1301 have a similar and compatible 
objective, the placing on an annual 
basis of income and losses which arise 
economically only in the long run, and 
the sections should be read _ together. 
The existence of an annual net operat- 
ing loss cannot be determined until 
gross income has been thus placed on 
an annual basis; this is what 1301 
achieves—a rephrasing of income into 
the segments upon which the tax will be 
determined. Once this true ‘annual’ net 
operating loss is determined, it would 
seem correct to carry it back over the 
rephrased years. . . .” 

A completely different approach was 
expressed by Bernard Greensweig, a 
lawyer and CPA in Minneapolis, who 
suggests that the $100,000 fee and the 
$50,000 deduction could be netted, and 
the balance of $50,000 spread back un- 
der Section 1301. This computation 
would be even more favorable to the 
taxpayer. 


Capital gains when grantor 
of short term trust dies 


In January we asked who was to be 
taxed on the capital gain in the case 
of a sale of securities by a short term 
reversionary trust where the grantor 
died prior to the end of the term of 
the trust and the sale took place in the 
year of the grantor’s death. (12 JT ax 47) 
The grantor was taxable during his life 
on all capital gains of the trust. 

A San Francisco attorney replied: “An 
individual who has retained no strings 
on a gift in trust has a property interest 
solely in the reversion, not the specific 
assets comprising the corpus of the trust. 
Shares of stock as such are not included 
in the decedent’s gross estate but only 
the actuarial value of the reversion is 
included. The relation is similar to the 
life tenant-remainderman situation. By 
analogy, it would appear that the trust, 
like life tenant, pays tax on the gain.” 
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Constructive receipt on deferred 


compensation eased by new ruling 


ik Rev. RUuL. 
IRS removes 


from 


the 
burden 


60-31, just issued, 

considerable 
and their 
clarifying its application of the doctrine 


taxpayers advisors by 
of constructive receipt to deferred com- 
Heretofore, tax 


men have considered it necessary to put 


pensation agreements. 
contingencies of one sort or another in 
deferred compensation agreements in 
order to minimize the possibility of the 
IRS taxing the employee currently on 
the value accruing to him from the de- 
ferred compensation plan. 

The Service has now expressly ap- 
proved deferment of tax to the year 
when deferred compensation is actually 
received even though the employee’s 
became nonforfeitable in 


rights an 


earlier year. Many observers are ap- 
plauding the Service for removing what 
has been the source of a good deal of 
full of arti- 
ficial and barely realistic provisions de- 
to when the 
employee’s rights became nonforfeitable. 
that a 
value of the 
right to receive future payments when 


tortuous contract writing, 


signed prevent taxation 


Another fear has been tax 


might be imposed on the 


that right has become fully vested, after 
a certain number of years or upon re- 
tirement. To avoid this possibility the 
employee’s right has been made con- 
disad- 
A require- 
consultation, 


titngent by various provisions, 
vantageous in other respects. 
for 


may cause the right to so- 


ment of availability 
for example, 
cial security payments to be reduced or 
eliminated until the employee becomes 
72. Payments to him under qualified 
pension and profit sharing plans may 
rather 
than capital gain if, because of this 
obligation, is deemed not to 


separated from his employer's service. 


be taxed as ordinary income 


he have 


Five examples given 


In the new ruling the Service applies 
the doctrine of constructive receipt to 
five situations involving deferred com- 
pensation to taxpayers on the cash basis. 


One deals with a five year employ- 
ment contract between a corporation 
and an executive providing an annual 
salary and additional compensation to 
be credited each year to a reserve ac- 
count. The deferred compensation is to 
be paid to the taxpayer in five annual 
installments upon the termination of 
his employment by the corporation, or 
upon his becoming a part time employee 
or becoming incapacitated. 

The taxpayer does not forfeit rights 
to the distribution of amounts credited 
to the reserve by failing to perform his 
duties, though in this event the em- 
ployer’s duty to make future credits, of 
course, terminates. Any unpaid balance 
credited to the taxpayer at his death is 
distributable to his personal representa- 
tives over a five year period. 

The corporation’s obligation to make 
the payments is merely contractual; the 
amounts credited to the reserve are not 
held in trust. 

The Service holds that the deferred 
compensation is not constructively re- 
ceived in a taxable year before the year 
of actual receipt. It says: “A mere 
promise to pay, not represented by notes 
or secured in any way, is not regarded 
as a receipt of income within the in- 
tendment of the cash receipts and dis- 
bursements method.” 

The ruling states that while, under 
the doctrine of constructive receipt, “a 
taxpayer may not deliberately turn his 
back income and thereby select 
the year for which he will report it, . . . 
nor by a private agreement, post- 
pone receipt of income from one tax- 
able year to another, . . . the statute can- 
not be administered by speculating 
whether the payor would have been will- 
ing to agree to an earlier payment.” 

A taxpayer will evidently be 
deemed to have turned his back on in- 
come, if the agreement to defer its re- 
ceipt is made before it is earned. This 
is made explicit in the discussion of a 
fact situation involving an author and 


upon 


not 


publisher who enter into contemporan- 
eous agreements providing (a) that the 
publisher will pay the author royalties 
based on cash received from the sale of 
the published work and (b) that not 
withstanding any contrary provisions in 
the other contract, the publisher will 
not pay the author more than a certain 
amount in any calendar year. Excess 
royalties, carried over to succeeding ac- 
counting periods, were not segregated 
and did not bear interest. 

In holding that the deferred income 
was not taxable until received, the 
Treasury points out that “This supple- 
mental agreement . . . was made before 
the royalties were earned.” 

Since an unsecured promise to pay, 
not evidenced by notes, is not income 
to a cash basis taxpayer, no portion of 
amounts earned but not payable is in- 
come despite the absence of contingen- 
cies requiring the executive to refrain 
from competing with the corporation 
and to make himself available for con- 
sultation after retirement. Such provi- 
sions were incorporated in another plan 
for deferred compensation set forth in 
the ruling. Without referring to those 
provisions, the ruling holds simply that, 
for the reasons stated in connection with 
the employment agreement discussed 
above, (which did not contain such 
“contingency” provisions,) the deferred 
compensation is not includible in gross 
income until the taxpayer actually re- 
ceives payment. 

The danger to the employee of obtain- 
ing more than an unsecured promise to 
pay is illustrated in the ruling by the 
case of a football player who is to re- 
ceive inducement for 
signing a two-year contract. He could 
have received the bonus at the time of 
signing but, at his suggestion, a pro- 
vision was added to the standard con- 
tract providing that the bonus be paid 
to an escrow agent designated by him. 

Accordingly, an escrow agreement was 
executed in which the club agreed to 
pay the bonus to a bank which would 
pay the bonus plus” interest to the 
player over a five year period. The ac 
count established by the agent was to 
bear the taxpayer’s name and in the 
event of his death during the escrow 
period, the balance due becomes part 
of his estate. 

Distinguishing Rev. Rul. 55-727, CB 
1955-2, 25, and relying on Sproull, 16 
TC 244, affirmed, 194 Fed. (2d) 541, the 


a bonus as an 


» Service holds that the football player is 


taxed when the payment is made to 
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the escrow agent. Rev. Rul. 55-727 dealt 
with the consequences of a contract en- 
tered into by a baseball player in 1953 
providing for a bonus to be paid to him 
or his estate, one half in each of the 
two succeeding years, regardless of his 
ability to play. 

The principal question was whether 
the bonus was taxable as ordinary in- 
come or capital gain. The Service ruled 
that the payments were taxable in the 
two years of receipt, as ordinary income. 
In the new ruling the Service says: 
“However, under the facts set forth in 
Rev. Rul. 55-727 there was no arrange- 
ment, as here, for placing the amount 
of the bonus in escrow. Consequently, 
the instant situation is distinguishable 
from that considered in Rev. Rul. 55- 
o27. 

In the Sproull case payments made by 
the taxpayer’s employer in 1945 to a 
trust included in 
his income for that year, although the 
payments were received by the taxpayer 
from the trustee in the two following 


years. 


for his benefit were 


The Tax Court said: “The question 
then becomes . . . was ‘any economic or 
financial benefit conferred on the em- 
ployee as compensation’ in the taxable 
year. If so, it was taxable to him in that 
year. This question we must answer in 
the affirmative. The employer’s part of 


the transaction terminated in 1945. It 
was then that the amount of the com- 
pensation was fixed at $10,500 and 


irrevocably paid out for petitioner’s sole 
benefit, .. .” 

rhe Service, “applying the principles 
stated in the Sproull decision,” holds 
that the football player’s bonus is in- 
cludable in his income for the year in 
which the payment was unconditionally 
made to the escrow agent. The fact that 
the player could have received the bonus 
upon signing, if he had demanded it, 
appears not determinative. 

\nother fact situation set forth in the 
ruling is that of a boxer whose share 
yf the gross receipts from a fight was to 
be paid over a three year period. The 
greement for deferred payment, not 
ustomary in prize fighting contracts, was 
made at his insistence. His share of the 
proceeds was ruled taxable to him as his 
share of the proceeds of a joint venture 
with his opponent and the boxing club. 

While the boxer is not the club’s em- 
ployee, neither is an author the. em- 
ployee of his publisher. Whether or not 
the Service is correct in taxing the 
fighter’s deferred compensation current- 


ly on the joint venture theory, it is im- 
portant to note that taxability is not 
predicated on the ground that the 
fighter could have required immediate 
payment of his share. This is consistent 
with the Service’s substitution of ac- 
quiescence for its non-acquiescence in 
Oates, 18 TC 570, affirmed 207 Fed. (2d) 
711. In that case the taxpayer, an insur- 
ance agent, had the right after retire- 
ment to payment of renewal commis- 
sions in the same years as they were 
paid to the company, or he could at 
retirement amend the contract to re- 
ceive them over a longer period. The 
taxpayer amended the contract and the 
Commissioner unsuccessfully contended 
that the retired agent was taxable on 
the entire amounts paid to the company 
regardless of the the 
contract. because 


limitation in 
amended Oates won 


his contract was amended before any- 
thing was due an the renewal commis- 


sions. 


Conclusion 

While the Service notes that in each 
case involving deferred compensation 
the applicability of the doctrine of con- 
structive receipt depends on the facts 
involved and that advance rulings will 
not be issued, Rev. Rul. 60-31 by ac- 
cepting the simple rule that an _ unse- 
cured promise to pay not represented 
by notes does not constitute the receipt 
of income to a cash basis taxpayer 
should eliminate much uncertainty and 
enable employees to secure deferred 
taxation with fewer challenges from the 
Service. bs 


IRS taxing more employer- 
paid moving expenses 


IN TODAY’S NATIONAL recruiting market 
the big-corporation personnel man of- 
fers the prospective employee, in addi- 
tion to a lucrative salary, the prospect 
of an expense-free move to Squeedunk, 
the corporate home. “We pay everything 
— the moving men, transportation, and 
temporary living expenses for you and 
your family, recutting and relaying your 
carpets, altering your drapes, connecting 
your appliances — everything — and ex- 
pense is no object,” says the personnel 
man glibly. There is one thing the per- 
sonnel man does not say, and perhaps 
does not know. Allowances or reimburse- 
ments for such expenses must be in- 
cluded in the new employee’s gross in- 
come and the expenditures are non-de- 
ductible personal expenses. See Rev. 


18] 


Rul. 55-110 (1955-1 CB 317); Woodall 
(255 F.2d 370, CA-10 1958 cert. den. 388 
U.S. 824). 

Extensive moving expenses such as 
here outlined can easily mount above 
$2,000 and not infrequently go as high 
as $5,000. An unexpected tax bill of 
$500 or $1,000 to a new employee, usual- 
ly saddled with expenses of a new (often 
a larger) house can be, to say the least, 
unpleasant. 

In addition, the Treasury has ruled 
that allowances or reimbursements or 


Taxation of compensation «+ 


direct payments for moving expenses by 
a new employee are wages for with- 
holding and FICA purposes (Rev. Rul. 
59-236). Of course, withholding for in- 
come tax or FICA presents problems 
when nothing or little is paid directly 
to the new employee. However, by far 
the greatest problem is that of employee 
relations. Many corporations that scrup- 
ulously pay their own tax bills will not 
withhold and do not say anything to 
the employees, who may never realize 
a tax is due. Even if the corporation 
is willing to pay the addition to the 
new employee’s tax, the extra tax is 
additional income and the pyramiding 
problem arises. 


Old employees 
An 
moved by his employer from one area 


employee of long standing 
to another gets quite different tax treat- 
ment. In Rev. Rul. 54-429 (1954-2 CB 
53) the Treasury ruled that reimburse- 
ments, advances or direct payments for 
moving expenses to an old employee 
transferred to a new post for a per- 
manent duty primarily for the benefit 
of the employer are not compensatory 
and need be reported in gross 
income. Any excess received over the 
amount expended is income to the em- 
ployee. Perhaps surprising is the Treas- 
ury position that any amount expended 
in excess of the reimbursement is not 
deductible by the employee. Similarly 
see, McLain (2 BTA 726, (1925); Bixler 
(5 BTA 1181, 1927); Tyler (13 TC 186, 
1949), acq. 1949-2 CB 3; Nichols, Jr. 
(13 TC 916, 1949); York (5 TCM 46, 
1946) aff'd 160 F.2d 385, (CA-DC 1947); 
Perry (9 TCM 602, 1959). 

It is difficult to justify the Treasury’s 
refusal to allow deduction to the old 
employee for non-reimbursed moving 
expenses. He would be penalized doubly 


not 


for a niggardly employer. 

There is a contradiction between the 
Treasury stand here and the require- 
ment of withholding for new employees. 
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If payment for moving expenses to an 
old employee are not compensation such 
payments to a new employee, assuming 
arguendo they are income, are not 
“wages” for withholding for income tax 
or for FICA purposes. 

Even the old employee who will re- 
ceive full reimbursement for his mov- 
ing expenses may be in for some sur- 
prises. The Internal Revenue Service 
has said, informally, that only reimburse- 
ments for the actual expenses of mov- 
ing the employee, his family, and his 
personal effects and household goods 
are deductible. Allowances for installing 
appliances, recutting and relaying car- 
pets, installing a telephone, attaching a 
TV antenna, and similar items are gross 
income. Rev. Rul. 54-429 itself provides 
that “amounts 
or reimbursements for meals and lodg- 
ing of the employee and his family while 


received as allowances 


awaiting permanent quarters at the new 
post of duty are includible in gross 
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income of the employee.” No formal 
ruling on other costs has been issued; 
perhaps on full consideration moving 
expenses might not be so narrowly de- 
fined. Were it not for the move none 
would be incurred. All moving expenses 
are personal in nature—this is not a 
proper basis for distinction. These cost 
allowances for personal expenses are not 
income (or perhaps are deductible) be- 
cause these personal expenses were in- 
curred not for personal reasons but be- 
cause of a business decision in -connec- 
tion with a present employer and pri- 
marily for the benefit of the employer. 
Apparently, the Treasury position is 
that moving expenses are never de- 
ductible, that as a general rule reim- 
bursements for moving expenses are 
gross income and as an exception to the 
general rule reimbursement for a nar- 
row class of moving expenses are not 
gross income. w 


New compensation decisions this month 





Fireman’s pension taxable; no proof of 
disability. Taxpayer had been employed 
as a fireman for 25 years and according- 
ly was eligible for his regular pension. 
He argued that the pension was being 
paid to him because of a service-con- 
nected physical disability and therefore 
should be exempt. The Tax Court holds 
taxpayer failed to prove that he retired 
because of disability. The Court thus 
follows the cases under the 1939 Code 
who hold that pensions awarded after 
reaching retirement: age are considered 
as disability pensions (generally equiva- 
lent to workmen’s compensation and 
therefore nontaxable) only if the retire- 
ment was for service-connected disabil- 
ity. McDonald, 33 TC No. 60. 


ARE YOU PREPARING FOR 
ELECTRONIC DATA PROCESSING? 


Inform yourself and your staff through 
Programming for Business Computers, 
A Home Study Course. Designed for 
people without technical training or 
experience, it is based on a similar 
course members of the firm developed 
and are teaching at a large University. 


Free brochures describing the course 

are available upon request from 
Member—National Home Study Council 

Business Electronics Inc. 

Computer Unit 

420 Market St. 

San Franci 11, Cal 














Employees’ annuity plan may be in 
effect prior to issuance of the contracts. 
Contributions of an employer under a 
nontrusteed employees’ annuity plan 
may be deductible even though made 
prior to the issuance of the group an- 
nuity contract (or annuity contracts) 
provided such plan is evidenced by docu- 
ments outside such contract and is suf- 
ficiently complete to constitute, in fact, 
an annuity plan. Rev. Rul. 59-402. 


Benefits of employees’ trust may be paid 
directly by insurer. The payment of an- 
nuity benefits directly by the insurer of 
a qualified employees’ trust as a matter 
of administrative convenience, rather 
than by the trustee, in no way affects 
the tax treatment of the annuity bene- 
fits. Rev. Rul. 59-401. 


Salary payments to widow of officer de-* 


ductible [Non-acquiescence}]. Voluntary 
payments were made by a bus company 
to its past president’s widow (neither he 
nor she were stockholders) in the total 
amount of some $90,000 over the period 
1938-1948. The Commissioner allowed 
the deduction ($7,500 a year) through 
1943; at issue here is the disallowance 
for 1944 and later years. The court 
finds the payments to be deductible as 
an ordinary and necessary business ex- 
pense, even though the payments may 





have been gratuitous and not in the na- 
ture of additional compensation. One 
dissent on the ground that the payments 
previously allowed were generous; by 
this time the payments should be recog- 
nized as gifts. Fifth Ave. Coach Lines, 
Inc., 31 TC No. 111, non-acq., IRB 50- 
1959. 


Gift intent of payments to widow must 
be shown. Decedent was employed on 
the personal staff of John D. Rocke- 
feller, Jr. Shortly after his death, Mr. 
Rockefeller wrote to his widow, tax- 
payer in this suit, that decedent's salary 
for two years would be paid to her in 
recognition of her husband’s services 
and in line with office custom. Both 
parties moved for summary judgment 
on the issue of taxability of the pay- 
ment. [Although 1954 was one of the 
taxable years, the court does not discuss 
the question of whether the 1954 Code 
limited the excludable payment to 
$5,000.—Ed.] The court denies both mo- 
tions. Whether a gift was intended is a 
fact which can only be determined from 
all the evidence. Packard, DC N. Y., 
12/28/59. 


Stock received as gift, not compensa- 
tion. Taxpayer was a key employee of a 
corporation. At the time of their re- 
tirement, the principal stockholders 
made transfers of stock to taxpayer, his 
wife and his son, and also to the family 
of another key employee. The govern- 
ment contended the transfers were to 
induce taxpayer to remain with the 
corporation and were intended as com- 
pensation. But the jury found as a fact 
that gifts were intended, as taxpayer 
contended. Willi, DC N. Y., 11/17/59. 


Reasonable salary in semi-retirement 
fixed at 75% of former compensation. 
Taxpayer’s founder, president and, with 
his son, owner, suffered a heart attack 
and moved from Louisville to Florida. 
The Commissioner disallowed 50% of 
the salary paid to the president after 
that move [apparently the salary paid to 
the president was not reduced.—Ed.| 
The Court, considering testimony about 
the activities of the president before 
and after the move, concludes that 75% 
of his former salary is a reasonable 
allowance after he moved to Florida. 
[The dollar amounts are not given in 
the brief memorandum, finding of facts 
and conclusions of law.—Ed.] A. Arnold 
& Sons Transfer & Storage Co., DC 
Ky., 11/23/59. 
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Prater shows new way to give 


intangibles to carried interest 


by STANLEY C. SIMON 


Frequently it is important that an oil deal be arranged or that the current de- 


ductions for intangible drilling and developments costs be allowable to carried 


interests. There are several ways of doing this and now, in the Prater case, a new 


technique is approved. Mr. Simon examines these methods and concludes that in 


most situations the older methods will be more useful than Prater. 


I* PRATER the Fifth Circuit, reversing 
the Tax Court (30 TC 1262) 
December 14, 1959, gave us an opinion 


on 


that will be very important to a small 
group of taxpayers. While the decision 
won't affect many taxpayers, it will be 
of interest when a high bracket tax- 
payer wants to get a deduction without 
expending cash, he will be able to 
raw great comfort from this decision. 

In Prater, 
taxpayer was entitled.to deduct the 
fraction of the intangible drilling and 
development costs attributable to his 
fraction of the working interest, even 
though he was carried, and was not 
personally liable for the amount ex- 
pended. That is, the taxpayer got a 
current deduction, because the carrying 
party had a lien against his interest 
for these costs. 

In order to see just what this opinion 
will mean, it will be useful to examine 
the three types of carried working in- 
terests. These derived their names from 
the cases in which the varying arrange- 
ments were adjudicated, and are known 
as the Manahan (8 TC 1139), Herndon 
(6 TC 628), and Abercrombie (162 F.2d 
338) types of carried working interest. 
Examples of each type of interest are 
as follows: 

MANAHAN: A, 
working interest, 


the holder of a 
farms out the entire 
working interest to B, who is to retain 
it until he recovers from production 
the entire cost of drilling and com- 


the Fifth Circuit held the - 


pleting a well, after which half of the 
working interest will revert to A. 

HERNDON: C, the holder of a work- 
ing interest, assigns to D half of the 
working interest plus an oil payment, 
payable out of C’s half of the the work- 
ing interest, for the entire cost of drill- 
ing and completing a well. 

ABERCROMBIE: E, the holder of 
a working interest, assigns half of the 
working interest to F, who agrees to 
advance the entire cost of drilling and 
completing a well, looking only to E’s 
half of the working interest to secure 
his advances. That is, E is not person- 
ally liable for his half of these costs. 

The courts have held that the tax 
consequences of these transactions are 
as follows: 

Since B will own the entire working 
interest during the complete payout 
period, he will be entitled to deduct 
all of his intangible drilling and de- 
velopment costs. Cf. Proposed Regula- 
tion Section 1.612-4(a)(2). A will not 
have any income or deduction until the 
half interest reverts to him. 

D must allocate his intangible drilling 
and development costs between his half 
of the working interest and the oil pay- 
ment, in proportion to their relative 
values. The portion attributable to 
working interest may be deducted cur- 
rently, but the portion allocated to the 
oil payment must be recovered through 
depletion. Since the oil payment is an 
economic interest, the oil which goes 


to satisfy it is taxed to D, not C. 

The portion of the oil which goes to 
repay the advances made by F, is taxed 
to E, not F. Furthermore, under the 
Prater case, E may deduct currently his 
half of the intangibles, even though he 
has not expended any cash, is not per- 
sonally liable, and F may never recover 
such costs from production! 

It is interesting to speculate on the 
proper tax treatment if the well is a 
duster. Obviously, F has a deduction, 
either as a business bad debt or a loss; 
but is E home free? Alternatively, does 
E have income under some theory cor- 
responding to the rule that depletion on 
lease bonuses must be restored to in- 
come if the lease lapses without produc- 
tion, under the income-from-discharge- 
of indebtedness rule, and the rationale 
of the Crane case (331 US 1), or other- 
wise? The question is unsettled. 

Even though the Treasury has ac- 
quiesced in the Herndon and Aber- 
crombie cases, it currently is impossible 
to obtain an advance ruling on such 
transactions. The official position ap- 
parently is that all carried working in- 
terests are Manahan type arrangements. 

This is advantageous in the usual 
case, because the party advancing the 
money usually wants to get a deduction 
for the intangibles. Furthermore, the 
carried party usually is in a lower tax 
bracket than the carrying party. 

A Herndon-type interest can be use- 
ful, for example, when the taxpayer 
has an expiring net operating loss car- 
ryover, and wants to postpone deduc- 
tions to future years. That is, the cost 
of the oil payment probably will be 
recovered through cost depletion in later 
years; and the net operating loss carry- 
over will be used currently, not wasted. 

An Abercrombie-type arrangement can 
be useful when a high bracket tax- 
payer wants a current deduction without 
expending cash. As the Prater case il- 
lustrates, a taxpayer who is willing to 
litigate the point, can, in effect, eat his 
cake without paying for it in advance 
or, perhaps, ever. 

It should be noted that results similar 
to a Manahan type arrangement can be 
obtained, possibly with equal safety, 
through a net profits arrangement. 
Checkerboarding and _ carved-out-drill- 
site techniques can be used to obtain a 
deduction of 100% of the intangibles. 


Lastly, under 1954 Code section 704 (b) 
and Income Tax Regulation Section 
1.704-1(b)(2), Example 5, the partnership 
device may be suited best of all to the 
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[Stanley C. Simon, CPA, is a Manager in 
the Tax Department of the Dallas office 
of Lybrand, Ross Bros. & Montgomery. 
He has been a major contributor to 
Montgomery’s Federal Taxes, 35th, 36th, 
and 37th Editions.] 





usual case. Under the Code and Regu- 
lations, G and H can form a partner- 
ship, to which G will contribute his 
working interest, and H will contribute 
the cost of drilling a well. The partner- 
ship agreement can provide that G and 
H will share profits and losses equally, 
except that all intangible drilling and 
development costs will be charged to 
H’s account. This reduce the 
amount to which H will be entitled if 
the partnership is dissolved, so that the 
allocation has substantial economic ef- 
fect apart from tax consequences, and 
should be recognized for tax purposes. 
H should be able to deduct 100% of the 
intangibles. 

Even though letter rulings have been 
issued on such partnership arrangements 
in the past, it is impossible to obtain 
such a ruling at the present time. It is 
understood that there was a conflict 
between the partnership and natural re- 
sources people in the Interal Revenue 
Service, which was resolved by the Tax 
Legislative Counsel in favor of the for- 
mer group. Until the proposed natural 
resources regulations are rewritten, how- 
ever, the Internal Revenue Service will 
not, as far as the author knows, issue 


will 


rulings in this area. 

In conclusion, the Prater case will be 
useful to a few taxpayers. Most 
taxpayers, however, will be better off 
with a Manahan type carried working 


very 


interest, a net profits interest, or a part- 
nership. ¥ 


New edition of Fiske’s 
oil & gas tax book published 


WiTHOUT A pbouBT the 195 pages of 
textual material contained in “Federal 
[Taxation of Oil and Gas Transactions,” 
as revised, answers most of the compli- 
cated questions in the oil and gas tax 
field, says Cecil L. Smith, Dallas, Texas, 
attorney (his firm is Kilgore & Kilgore), 
the book. It 
gives the answer to almost every conceiv- 
able problem of taxation affecting oil 
and gas, he says, including some of the 
seldom discussed problems of offshore 


who we asked to review 


“Federal Taxation of Oil and Gas Transactions” 
by Leland E. Fiske, published by Matthew Bender 
& Company, Albany, N. Y., and Banks & Com- 
pany, 1958, 1959, 234 pages, $25. 


operations, integrated activities and 
valuation concepts. It is straightforward 
and full of substance, without undue 
historical or extraneous matter included. 
Mr. Smith continues: When the clarity 
and completeness of this work is con- 
sidered with the authoritative skill and 
experience of its author, only then can 
the reader appreciate the brief state- 
ments made and conclusions expressed. 
For many years Mr. Fiske was considered 
by most people within the Internal Rev- 
enue Service itself, and certainly in the 
oil and gas industry, as the best all- 
around oil and gas tax authority in the 
business. 

Because of the author’s background 
and knowledge, he is able to cut through 
most of the general discussion and in- 
cidental tangents usually found in the 
oil and gas tax field. He states the prob- 
lem simply and proceeds to give the 
answer. References and footnotes are 
given to show the principal cases and 
leading articles on a particular subject 
if the reader desires further elaboration 
or discussion. In this connection the 
book makes an excellent reference vol- 
ume without being cluttered up with 
unnecessary or superfluous material. Ac- 
tually the book should be used as a text 
or primary reference material at almost 
any level of study or research. Being 
published in a loose-leaf binder also per- 
mits the publisher to keep it current as 
material is written and au- 
thorities decided. The loose-leaf binder 
permits the book owner to insert his 
own pages, authorities and material at 
particular points throughout the book. 

Some good discussions are also found 


new new 


in this work which might prove particu- 
larly valuable in specific instances. For 
example, Mr. Fiske’s discussion of the 
different methods of depreciating oil and 
gas equipment is different and most in- 
teresting. He likewise has a discussion 
in Chapter 8 concerning some unusual 
oil and gas operating problems such as 
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treatment of impounded funds, offshore 
operations, gas problems for make-ups 
and borrowings, together with tax treat- 
ment for storage losses. Perhaps the most 
valuable feature to some readers, how- 
ever, may be his Chapter 14, “Planning 
Oil Here the 
author discusses and gives examples of 


and Gas Transactions.” 


important tax planning methods, in- 
cluding depletable costs, 
converting ordinary income into capital 


minimizing 


gains and obtaining maximum deduc- 
tions for expenditures. These and the 
other make 


this work an invaluable asset to every 


many concise statements 
student and person interested in the law 


of oil and gas taxation. bs 
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Forms book for tax practice: 
new edition published 


TAX PLANNING CULMINATES in the filing 
form. Practitioners know that a 
form is easier to prepare if a similar 
form previously prepared in another 
available for reference. This 
paraphrase of several sentences from 
Sidney Roberts* new form book states 
its purpose. 

This is the second edition of the 
work, published nine years after the 
first. Its 725 pages include most of the 
forms frequenly used in Federal Tax 
practice. In addition to the forms them- 
selves, the book contains explanation 
of the form, reference to available regu- 
lations, cases and rulings, and practical 
suggestions for minimizing the research 
necessary for appropriate use of the 
form. The net result is, in effect, a text 
on tax procedures. 


of a 


case is 


The number of forms (and comments) 
in this book is too great to mention 
any of them individually; it can be said 
that all except transient 
available elsewhere are in- 


in general 
forms easily 
cluded. 

The authors make the point in their 
preface that while of course the illus- 
trated forms have not received official 
approval of the IRS, the present edition 
is founded on nine years of experience 
in successful law offices, and has been 
prepared so as to be reliable and prac- 
tical in everyday practice. 

The included, and 
relating to them, are extensively foot- 
noted to appropriate sections of the 
Code Regulations. A number of 
official Internal Revenue Service forms, 
and Tax Court forms, are reproduced 
filled in, with 
needed. 

It is worth noting that the table of 
contents is extensive and detailed. This 
facilitates locating material by subject. 
There is also an excellent index. 


forms discussion 


and 


and comment where 


Mr. Roberts is one of the editors of 
The Journal of Taxation (his depart- 
ment is “Foreign Aspects of Taxation”) 
* Co-authors with Mr. Roberts are Samuel Schultz 
and Gerhard Mayer. Published by Prentice-Hall, 


Inc., Englewood Cliffs, New Jersey. 6% x 9% 
inches, cloth. 725 pp. $24.95. 


and those who benefited from his mas- 
terly article in January, 1995, on Sub- 
chapter S, will need no reminder that 
he is skillful, knowledgeable, and re- 
liable. So it is with pleasure that we 
recommend this new work by one of our 
own group. 


New decisions 





No jurisdiction to reopen Tax Court 
judgment. On October 3, 1955, taxpayer 
filed a motion requesting leave to with- 
draw its stipulation dated September 27, 
1951, and to revise the Tax Court de- 
cision entered that year pursuant to such 
stipulation. The motion was predicated 
on the alleged mistake of the parties and 
the fraud perpetrated on taxpayer by its 
president and CPA, which facts were 
first disclosed to taxpayer on June 4, 
1954. The Tax Court held the motion 
was not timely and denied relief to peti- 
tioner. Noting that the Tax Court has 
no equity powers and that its decisions 
become final after a certain time, the 
Eighth Circuit Court of Appeals affirmed 
the denial of relief. Taxpayer then 
brought this suit in the District Court 
to set aside the stipulation under the 
Administrative Procedure Act or on 
general equitable principles. The Dis- 
trict Court holds that it had no juris- 
diction to review a Tax Court decision 
—only the courts of appeals had this 
jurisdiction. This court affirms the dis- 
missal. Jefferson Loan Co., CA-Dist. Col., 
12/10/59. 


Delinquency penalty a deficiency. The 
IRS assessed a delinquency penalty 
against taxpayer without sending a 90- 
day letter. The court enjoins the assess- 
ment. While delinquency penalties were 
not deficiencies under the 1939 Code, 
the 1954 Code specifically provides that 
they are. This court affirms. Strawberry 
Hill Press, Inc., CA-2, 12/22/59. 


Tax Court has jurisdiction over earlier 
overpayment applied to taxable year. 
In 1944 taxpayer overpaid her estimated 
tax for that year by some $2,400. On 
her 1945 income tax return, (actually 


filed in 1952) she applied the 1944 over-, 


payment and later sought to apply the 
excess so produced against a conceded 
deficiency for 1945. The Commissioner 
assessed the full amount of the de- 
ficiency. The Tax Court concluded it 
had no power to rule on whether the 
credit could be taken because the year 
1944 was not put in issue and the full 
amount of the 1945 deficiency was con- 
ceded. This Court reverses. Taxpayer's 
petition was amended to request re- 
determination of 1945 tax and assigned 
as error Commissioner’s failure to allow 
credit for the 1944 overpayment. While 
the Tax Court may not redetermine the 
tax for any year other than the year 
in issue, it can consider facts concerning 
the tax for other years relating to the 
year in controversy. The statute of 
limitations on the 1944 overpayment 
did not start running until 1952 when 
the 1944 return was actually filed. 
Schmidt, CA-9, 11/10/59. 


Bulk Sales Act proceeding res judicata 
on refund claim. The receiver for tax- 
payer, in a proceeding under the Bulk 
Sales Act, entered into a compromise 
with the IRS for taxpayer’s unpaid 
taxes. Upon learning of the compro- 
mise, the taxpayer intervened in the 
proceeding. After a hearing on the 
merits, the state court approved the 
compromise. The district court held 
that the taxpayer is barred by 
judicata from relitigating the merits of 
the compromise in this refund suit. 
This court affirms without opinion. 
Eastern Tar Products, Corp., CA-3, 11/ 
23/59. 


res 


Taxpayer may claim refund despite 
filing of Form 870. As part of a package 
settlement of family partnership and 
other issues, taxpayers signed waiver 
Forms 874 and 870-AS. These forms 
were modified to include an agreement 
not to prosecute refund claims. Despite 
this agreement, taxpayer filed claims for 
refund and brings this suit thereon. The 
government moves for ‘dismissal. Since 
the waiver forms are not a statutory 
closing agreement, the court finds the 
refund suit is proper. No damage will 
be done the government by permitting 
this suit because the government is not 
prejudiced by reliance on these waivers. 
Remedies of recoupment and setoff are 
still available. Morris White Fashions, 
Inc., DCN. Y., 10/17/59. 
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shown 


on return starts 90-day filing period 
running. Taxpayer’s petition was filed 
within 90 days from the mailing of a 
second deficiency letter, though not 
within 90 days of the first mailing to the 
address shown on the return. Taxpayer 
had moved and the assessment was not 
received by him. The petition is not 
considered timely filed to give the Tax 
Court jurisdiction. The petition was 


| properly dismissed. Pfeffer, CA-2 11/ 


19/59. 


interest allowable under 
1939 Code. The Commissioner made a 
jeopardy assessment against taxpayers 
for 1946 and 1950. Taxpayers peti- 
tioned the Tax Court for a redetermina- 
tion, but filed no bond to stay collec- 


Interest on 


| tion. In the Tax Court, the parties 


| 


; ment 





stipulated that taxpayers were liable for 
deficiencies less than the amounts of 
the jeopardy assessments. Taxpayers 
paid the revised assessment and also in- 
terest thereon, and now seek refund of 
the interest paid on the interest con- 
tained in the original assessment. The 
court holds that Section 294(b) of the 
1939 Code authorizes the collection of 
interest on interest contained in any 
deficiency assessment. Other relief sec- 
tions do not apply since taxpayers did 
not file a bond. [Section 6601(f)(2) of 
the 1954 Code specifically prohibits the 
of interest interest on 
underpayment, nonpayment or exten- 
sions of time for payment of tax.—Ed.] 
Ginsberg, DC Mass., 11/9/59. 


collection on 


issessment, incidentally correcting 
mathematical error, held timely. Tax- 
payer made a mathematical error in his 
for 1951. The 


mailed a deficiency notice based pri- 


return Commissioner 
marily on treating certain items as or- 
dinary income rather than capital gain. 
In so doing, the Commissioner recom- 
puted the entire tax correctly although 
the deficiency notice did not specifically 
point out the error. Although conced- 
ing that the deficiency notice and tax- 
payer’s subsequent petition to the Tax 
Court extended the period for assess- 
ment of the deficiency based on the re- 
classification, taxpayer argued that assess- 


for the mathematical error was 


| barred because it was not made within 


the 3 year period. The Tax Court de- 
cides that the assessment for the error 
was timely. The court agrees that- a 
notice merely correcting a mathematical 
error cannot serve as a Statutory notice 
of deficiency for purposes of suspending 


the statute of limitations since taxpayer 
could not have appealed to the Tax 
Court. However, since this notice was 
based primarily on substantive matters 
and the error was merely incidental, 
taxpayer had a right to appeal to the 
Tax Court and the statute was thus 
suspended as to the entire deficiency. 
In addition, the court points to its 
right under the Code to determine a 
greater deficiency than that in the de- 
ficiency notice where the Commissioner 
asserts the claim at the trial. Fleming, 
33 TC No. 39. 


Penalty imposed for failure to pay over 
withheld taxes. Defendant was the presi- 
dent of a corporation which failed to 
pay over tax withheld from its em- 
ployees. The district court found he 
was the officer responsible for the tax 
and that his failure to pay was willful. 
The 10% penalty was therefore im- 
posed, The court affirms. Defendant 
may not invoke statute of limitations 
on ground that suit was not instituted 
within six years after assessment against 
corporation, since it was instituted with- 
in six years after assessment against him 
individually. Liability of an officer for 
failing to collect or to pay over taxes 
is separate and distinct from the corpo- 
ration’s liability. Defendant was the 
chief corporate officer with responsibility 
for deciding how funds were expended. 
It is not necessary to establish criminal 
intent in an action for civil liability for 
failure to pay over taxes. It is sufficient 
that the payment constitute a voluntary, 
conscious and intentional act to prefer 
other creditor over the 
Bloom, CA-9, 11/2/59. 


government. 


Commissioner not estopped by unsigned 
stipulation. A stipulation prepared by 
the IRS and signed by the taxpayer, but 
not formally signed and agreed to by 
the Commissioner, stated the amount of 
the deficiency. At trial, the Commis- 
sioner claimed a larger deficiency. This 
court agrees with the Tax Court that 
the Commissioner was not bound by the 
unsigned stipulation. Cole, CA-2, 11/ 
19/59. 


Treasury can subpoena records of for- 
eign branch of U. S. bank. The district 
court ruled that the Treasury can’t re- 
quire the production of the records of a 
foreign branch of a U. S. national bank. 
This court reverses, requiring produc- 
tion of records of taxpayer's Panaman- 
ian branch. The branch records are in 
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its possession, and requiring their pro- 
duction does not violate the laws of 
Panama. First National City Bank of 
New York, CA-2, 11/10/59. 


Stockholder of liquidated corporation 
liable as transferee. Taxpayer was a 
principal officer and stockholder of a 
corporation which liquidated. An excess 
profits tax deficiency of the corporation 
was assessed against him as transferee. 
The court upholds the assessment. Tax- 
payer received assets of value in the 
liquidation, and he failed to prove that 
there was no proper deficiency against 
the corporation. Van Benschoten, DC 
Calif. 8/26/59. 


Widow receiving husband’s retirement 
fund not liable for his income taxes. 
An engineer employed by the City of 
New York had appointed his wife a 
beneficiary of his interest in the N.Y.C. 
Employees Retirement Fund. Upon his 
death, his widow received a $10,000 pay- 
ment from this fund. The Tax Court 
holds that the is not liable as 
transferee for her husband’s unpaid in- 
come taxes. The court cites Stern (357 
U.S. 39) which holds that local law 
governs the question of transferee liabil- 
ity. Since New York law exempts these 
payments from the claims of general 
creditors, they were not available to the 
U. S. The fact that N. Y. law sometimes 
allows a 


widow 


wife to reach these funds is 
is not considered 
a creditor for these purposes. Lewis, 33 


TC No. 25. 


immaterial since she 


Stockholder not liable as _ transferee; 
corporation was not insolvent. Taxpayer 
was a stockholder in a corporation whose 
1953 tax return showed net worth at the 
beginning of the year of $20,000, with- 
out taking into account 1951 state sales 
taxes of $17,000. During 1953, the corpo- 
ration sustained losses of $11,500, and 
distributed $10,000 to taxpayer. The 
corporate books are not available, but 
the government contends that taxpayer 
is liable as a transferee for $2,900 in 
income taxes, claiming that the distribu- 
tions to taxpayer made the corporation 
insolvent. The court finds no transferee 
liability. Although the distributions to 
taxpayer were spread throughout the 
year, the government has not met its 
burden of proving that the distributions 
rendered the corporation insolvent. The 
losses could have incurred after 
the distributions were made. Rasmussen, 
DC Ga., 11/18/59. 


been 
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Wife liable; transfer of insurance poli- 
cies was fraudulent. After an investiga- 
tion of taxpayer’s income tax liability 
was begun, taxpayer gave his insurance 
policies to his wife. Since the transfers 
rendered him insolvent, and were made 
with intent to hinder and defraud the 
Government, the Tax Court held, and 
this court affirms, the wife is liable as 
transferee for taxpayer’s tax deficiencies. 
Bowlin, CA-6, 1/4/60. 


Transferee liability limited to value of 
assets. Taxpayers admittedly are liable 
taxes of their father as transferees 
of his estate. The government now seeks 
to the deficiencies. 
The court denies the motions of both 


for 


collect interest on 
parties for summary judgment. Since 
the liability of transferees is limited to 
the value of the property transferred, 
that value is a fact whch must be proved 
at a trial. Doman, DCN. Y., 12/29/59. 


Liquidating stockholder liable as trans- 
feree. The penalty for failure to file 
a corporate return is sustained upon 
taxpayer's failure to appear and offer 
any proof in support of her pleadings. 
As a liquidating stockholder of the 
corporation, taxpayer is held liable as 
transferee because the corporation was 
insolvent a result of the 
liquidating distributions. Anker, TCM 
1959-232. 


rendered as 


Transferee corporation may claim re- 
fund of overpayment made by trans- 
feror. Where two or more corporations 
are merged pursuant to state law, the 
resultant corporation may sign a waiver 
either as transferee, or on behalf of an 
absorbed constituent extending the 
statutory period for assessment of tax, 
and may also file a claim for refund of 
any overpayment of tax by the trans- 
feror. Rev. Rul. 59-399. 


IRS action in removing lien for unpaid 
income tax did not preclude later de- 
ficiency. In 1954 taxpayer had not yet 
fully paid the income taxes shown by 
1950 to 1952. As a re- 
sult the Government placed a lien on 


his returns for 


his real estate. Later arrangements were 
made with Goveriment agents and the 
lien was removed when taxpayer made 
a payment of $10,000, the balance of 
1952 tax, and agreed to make monthly 
payments for the other years. Taxpayer 
argued that this was an acceptance of 
the returns as showing the correct tax, 


that it was an accord and satisfaction 


March 1960 


which barred a later deficiency assess- 
ment by the Commissioner for 1952. 
The Tax Court, first noting that tax- 
payer’s petition is procedurally defec- 
tive, rules that taxpayer cannot prevail 
even on the merits. The court rules that 
the discharge of the lien was not an 
accord and satisfaction since there was 
no controversy at the time as to tax- 
payer’s correct income tax liability for 
1952 and taxpayer gave no considera- 
tion. Parks, 33 TC No. 34. 


Prior gift and estate tax determination 
do not prevent correction of basis. The 
Comnrissioner determined deficiencies 
in the gift taxes of taxpayer’s deceased 
husband for 1943 and 1944 on the 
ground that the property was held as 
community rather than separate prop- 
erty. In 1955, the Commissioner deter- 
mined estate tax deficiencies against the 
estate of the deceased husband on the 
same ground. The Tax Court holds that 
for purposes of establishing taxpayer's 
basis for the property, the Commissioner 
is not estopped from now asserting that 
the property was held by taxpayer and 
her husband as tenants in common. The 
court is influenced by the fact that the 
earlier determinations were never re- 
viewed by the Tax Court on the merits, 
but were settled by stipulation. The 
Commissioner’s earlier determination 
the court finds, based on an 
erroneous interpretation of state law. 
It upholds tax based upon a correct in- 
terpretation. Massaglia, 33 TC No. 47. 


were, 


Bank not liable for taxes; assets needed 
to pay depositors. A special provision of 
the Code is designed to prevent the 
Federal Government from competing 
with depositors of an insolvent bank. 
The bank is exempted from paying taxes 
on earnings if the payment of such taxes 
would diminish assets available to pay 
off depositors’ claims. Taxpayer’s deposi- 
tors waived 40% of their claims. in ex- 
change for a lien on future earnings. 
Until the remaining 60% is paid out, 
this exemption provision applies. The 
lower court’s holding is affirmed. Bank 
of Leipsic, CA-6, 12/2/59. 


Club of non-competing businessmen not 
tax exempt. An organization for the 
mutual exchange of business informa- 
tion which restricts its membership to 
one representative from each of many 
different lines of business is held not 


entitled to tax exemption as a business 
league. Its activities are not directed to 


the improvement of business conditions 
of one or more lines of business, but 
rather to the promotion of the private 
interests of its members since it actively 
requires that its members give prefer- 
ence to one another in business trans- 
actions for their mutual and exclusive 
benefit. Rev. Rul. 59-391. 


Proceeds of insurance for increased liv.- 
ing costs is income. Where fire insurance 
proceeds compensate a taxpayer for 
both, the destruction of his residence, 
and the increase in living expenses due 
to the loss of the residence, only that 
part of the recovery attributable to the 
property loss is used to reduce the allow- 
able fire loss deduction. The remaining 
proceeds constitute gross income com- 
parable to rental income. Rev. Rul. 59- 
360. 
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Classified advertising will be accepted for pub- 
lication for help wanted, situations wanted, 
business opportunities, practices for purchase 
or sale, purchase and sale of merchandise, and 
similar items. Rates per insertion: 60¢ per 
line, minimum, $3. Address copy for advertise- 
ment, together with check, to The Journal of 
Taxation, 147 East 50th Street, New York 22. 
Replies should also be sent to this address. 











UNITED KINGDOM accountants with 
associated business in France would be 
prepared to enter into working arrange- 
ment with United States firm of ac- 
countants. Box 157. 


ATTORNEY. Midwest attorney, age 33, 
seeks position on corporate legal staff 
or association with firm in San 
Francisco area. Background includes 4 
years trial work U.S. 


law 


Treasury Dept., 


2 years claims department large casualty | 


insurance co., plus extensive investment 
management experience. Available for 
interview in San Francisco Feb. 23 
through March 3. Resumé on request. 
Reply to box 320. 


TAX ATTORNEY 
Young business-oriented lawyer, em- 
ployed as tax attorney by major manu- 
facturing corporation with extensive 
foreign as well as domestic operations, 
seeks corporate tax position. Several 


years intensive corporate tax planning 
and counseling experience. Graduate 
Columbia Law School. Top scholastic 
record. Member N. Y. Bar. Available any 
time in 1960. Box No. 321. 
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This cumulative index of all significant current practical tax 
material is published monthly. It covers current books and 
pamphlets and articles published during the past four to six 
months. Articles published in the Journal of Taxation during 


the cumulative index next month. To locate material in this issue 


that 


the |GENERAL—BOOKS 
low- {Holzman R S, Sound Business Purpose, 


The Ronald Press Co. (New York, 

ning } 1958), $10.00. (Tax Practitioners Li- 

| brary). Features charts setting forth 

com- taxpayer’s arguments in each case 
ie opposite the finding. 

59- |Mitchell, W, Records Retention, Ells- 

worth Publishing Co. (New York, 


1959) 48pp, $5.00, a Practical Guide. 
Monatt’s Tax Atlas 1960, Matthew 
Bender & Co., $20. Features filled-in 
returns with line by line instructions 


— |, 





keyed to explanation and to account- 
ing worksheets; check lists; tax calen- 
} dar 
Montgomery’s Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 
pub- 1300pp, $25.00. Clear and concise ex- 
ited, planation by taxpayers of national 
hase CPA form for business managers and 
and investors as well as professional tax 
per} men 
tise- | /Musselman R, Alexander’s Federal Tax 
1 of |} Handbook, The Michie Co. (Char- 
yo ES lottesville, 1958) 1261pp. $20.00 
S. jsumma, D J, Assignment of Income, 
The Ronald Press Co. (New York, 
1958), 13lpp, $16 ($8.50 on subscrip- 
tion) (Tax Practitioners Library) 
with charts of justification of attempted 


assignments and findings 
d be 1958's Major Income Tax Act—Law 
and Explanation, Commerce Clearing 
ange-|, House (Chicago, 1958), 128pp, $1.50 
a nee Se 1959 Filled-in Tax Return 
f ac-) Forms for 1958 Income, Commerce 
) Clearing House (Chicago, 1958), 56pp 
§ $2.00 
Undividual’s 1959 Filled-in Tax Return 


Forms for 1958 Income, Commerce 
Clearing House (Chicago, 1958), 
| 48pp $1.00 


re 3%, Federal Taxes 1959, Commerce Clearing 

‘ House (Chicago, 1958), 1,248pp $17.50 

Prentice-Hall, (En- 
glewood Cliffs) 1958, 1280pp 

San Worki 1g With the Revenue Code-195 


staff Pax Ideas Manual, 


@ T Shaw, Ed. American Inst. of 
Jes 4) CPAs, New York, $3.50 (paper 
epi $2.50). Short comments on tax prob- 


lems from the Tax Clinic column of 
The Journal of Accountancy 1954-1959 
} brought up-to-date 
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e for Jmportant provisions of the 1958 Act, 


93 the problems they were intended to 


ualty 


ment 


solve, what they provide and the 
>st new difficulties they raise, Thomp- 
JUESL. | son R S, SCalllthInst59p1, 74pp 


ACCOUNTING—BOOKS 
Dehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
4 York) 1 vol., $15. 
Peel Jr., Fred W, Consolidated Tax Re- 
| turns, Callaghan & Co. (Chicago, 
em- | 1959) $20. 
tanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
) Hall (Englewood Cliffs) 
pensive Wriggins J C & G B Gordon, Repairs 


nanu- 


vs. Capital Expenditures, Ronald 
\tions, | Press Co. $10.00. Tax practitioners 
wera] | featuring tables of cases, showing 
€veral } taxpayer’s arguments and court’s find- 
nning { '™8® 
duate RCCOUNTING—ARTICLES 


nalysis of recent cases on application 


olastic | of claim-of-right doctrine to prepaid 


hincome, Heffern J H, 12JTAX114, 
le any | Feb60, 3pp 
Analysis of Teleservice case holding 


} grants-in-aid of construction are in- 


| that period are included; however, articles in this issue appear in 
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a subject index; an index to cases, rulings and Code sections dis- 
cussed and an author index. It will in January and July include 
a list of names and addresses of all publishers whose material is 
indexed. References which are removed after six months will ulti- 
mately be published in a pamphlet, cumulating for several years. 


come; change in IRS policy foreseen, 
Mednick H S, 11JTAX205, Oct59, 3pp 

CPA considers tax, accounting and 
financial problems arising in choice 
of inventory methods; problems on 
change of method; advantages of 
LIFO and its disadvantages, especially 
uncontrolled liquidations and year- 
end market prices; dollar value and 
pool problems, Graves T J, Tul8th 
Inst59p390, 25pp 

Deferred payment contract is, IRS 
claims. cash basis income, 11JTAX150, 
Sep59, Ip 

Growth of the doctrine of nondeducti- 
bility of expenses which are contrary 
to public policy traced through an- 
alysis of leading cases, Zimmerman 
R, 12JTAX106, Feb60, 4pp 

New IRS rule that taxpayer’s methods 
must follow income tax accounting 
principles seen as creating problems 
for CPA because of requirement that 
books and returns conform; differ- 
ences between tax and financial ac- 
counting discussed, Willard D G, 11 
JTAX364, Dec59, 4pp 

Recent cases paying little attention to 
Regulations criticized as raising dis- 
turbing possibilities of a new case 
law of consolidation in conflict with 
Regulations, Dale E R, 11TaxExec158, 


Jan59, llpp; similarly 11JTAX263, 
Nov59, 5pp 
reserves 


Criticism of Supreme Court holding 
that dealers’ reserves withheld on 
financing are income, Herzberg A, 
11JTAX74, Aug59, 2pp 

Hansen case analyzed; seen as inappli- 
cable to withholding of finance charges 
(written before Supreme Court denial 
of certiorari in Wiley, which saw no 
distinction), Baumgartner E D, 13 
PerFinLQR129, Fall59, 3pp 

Taxation of dealer on full sale price of 
financed sale, despite holdbacks by 
finance company, approved as in ac- 
cord with step transaction cases, 27 
GWashLR608, Apr59, 5pp 

Tax Court, in recognizing contingent 
right to condemnation award as sale- 
able, shows way to control timing of 
tax, Kaplan M A, 12JTAX76, Feb60, 
2pp 


ALIMONY 


Husband should be permitted to deduct 
payments to wife for her unrestricted 
use; recent cases criticized as failing 
to follow intent of Congress, Miller J, 
11JTAX160, Sep59, 4pp 


ANNUITIES 


Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran B S & 
Lynch W B, 18CLUJ14, Winter58, 
12pp;: 10JTAX322, June59, 5pp 


CAPITAL GAINS AND LOSSES 


Penetrating analysis of recent decision 
on capital asset concepts: property 
vs. anticipation of income; what is 
sale or exchange; transfers reserv- 
ing rights; minerals, patents, copy- 
rights considered, Zarky H P, SCal 
11thInst59p357, 46pp 


COLLECTION OF TAXES 


Extension agreements for payment of 
income taxes and offers in compro- 
mise; the law and the current admin- 
istrative practice, Harpole M E, SCal 
1lthInst59p548, 14pp 
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CUMULATIVE INDEX TO CURRENT TAX LITERATURE 


IRS studying underreporting of interest 
and dividends; may urge withholding, 
11JTAX294, Nov59, 2pp 

Oil bonus cases decision by Tax Court 
raises deferred salary questions; Cow- 
den analyzed, 11JTAX215, Oct59, 2pp 

Summary of the status of pre-bank- 
ruptcy tax liabilities and the tax 
obligation of the receiver, Shapiro B, 
SCalllthInst59p587, 20pp 

liens 

How tax liens affect the property of 
the deliquent; rights of the govern- 
ment, Mc E R, SCallithInst59p 
607, 20pp 


COMPENSATION 


Cases on payments to widows under the 
1954 Code analyzed; Rodner criticized; 
author concludes all non-contractual 
payments are gifts, Jennings V J, 
37Taxes531, Jun59, 9pp 

duPont’s bonus program described and 
analyzed; footnoted to the law and 
the literature, Cox H, NYU17th 
Inst, p905, 28pp 

Gratuitous death benefits and leading 
cases on effect of 1954 Code change 
analyzed, Cardon J A, 11TaxExec353, 
July59, 12pp 

Law regulation and cases on back pay, 
Harpole M E, SCallithInst59p533, 


6pp 

Oil bonus cases decision by Tax Court 
raises deferred salary questions; Cow- 
den analyzed, 11JTAX215, Oct59, 2pp 

Payments to widows under the 1954 Code 
discussed in light of changes in the 
law, recent cases analyzed, Getz E, 11 
JTAX229 Oct59, 4pp 

Report on testimony at the House Ways 
and Means Committee hearings on 
tax revision, Chatterton H W, 12 
JTAX86, Feb60, 4pp 

Thorough review of current status of 
problems; leading cases collected, dis- 
cussed; constructive dividends in loans, 
salaries, insurance premium pay- 
ments; payments to widows of former 
employees; loans and loans guar- 
antees; stock redemptions,Holland H 
B, Tul8thInst59p486, 88pp 


CORPORATIONS—BOOKS 


Holland, Daniel M, The Income-T'ax 
Burden on _ Stockholders, Princeton 
University Press (Princeton, 1958), 
24lpp, $5.00. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
26lpp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 


CORPORATIONS—ARTICLES 


Legislation proposed to defer tax on 
DuPont’s GM divestiture described, 
11JTAX248, Oct59, 3pp 

Tax planning for the new growth com- 
pany and for its owners, a survey of 
the problems to be considered at each 
stage of growth; capital structure, 
accounting elections, dividend policy 
to accelerate growth and avoid tax 
problems, J'ekampe F, Greene I, 11 
JTAX130, Sep59, 5pp 

accumulated earnings tax 

ABA group recommendations on burden 
of proof analyzed, criticized as not 
proposing substantial relief, by Alt- 
man D & Berger T, 11JTAX196, Oct 
59, 3pp 

Tax Court position that either accumu- 
lation in excess of need or ccrporate 
intention to avoid stockholder tax 
justifies penalty seen as wrong, 
Palmer J L, 12JTAX74, Feb60, 3pp 

buy-sell agreements 

Need for disability provisions in buy 
and sell agreements; use of insurance; 
tax aspects especially when insurance 
is used to meet corporate obligation 
to buy-out on disability, Friedman 
M R, 11JTAX832, Dec59, 3pp 

Penetrating analysis of recent cases 
particularly those involving insur- 
ance; dividend aspects; accumulation 
of earning problems; suggestions for 
draftsmen of funded agreements, 
Brown L B, SCalilthInst59p171, 53pp 

Techniques for setting the price: book 
value, capitalized earning, appraisal, 
agreed figure. Tax considerations con- 
sidered. Footnoted to recent articles. 
Page D K, 57MichLR655, Mar59, 29pp 

collapsibles 

Dictum in Payne case casts doubt on 
importance of substantial realization 
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test; other recent cases analyzed, 
Ryan W M, 12JTAXT71, Feb60, 4pp 

close 

Thoughtful review of important cases 
and rulings in 1959, Miller J P, 11 
JTAX 322, Dec59, 5pp 

electing to tax income to owners 

A restatement of the law includes 
reference to proposed regulations, 
Kepler C G, 183WyoLJ214, Spr59, 15pp 

Discussion of the considerations deter- 
mining whether a business should be 
formed as partnership, proprietorship 
or corporation electing under Su’ 
chapter S. Tax problems at forma- 
tion, during operations, upon sale of 
the business or death or retirement 
of an owner, Willis A B, 11JTAX66, 
Aug59, 5pp 

Exposition of the law and comment on 
advantages and disadvantages, 47Cal 
LR351, May59, 15pp 

Issuance of final Subchapter S Regula- 
tions noted, Kalupa R J, 12JTAXT72, 
Feb60, 2pp 

Outline of the law; examples and brief 
comments on application to various 
problem situations, Goodson M, SCai 
1lthInst59p75, 25pp 

Percentage depletion benefits can be 
lost by Subchapter S election, 107 
JAccount75, May59, Ip 

Possible ways of determining gross re- 
ceipts from installment sales, Roberts 
S I, JAccount78, Aug58, lp 

formation 

First case on the issue denies surtax 
exemption to brother-sister multiple 
corporations, 11JTAX326, Dec59, Ip 

liquidations 

Brother-sister problems; difficulties and 
anomolies in present treatment; criti- 
cal review of proposals for change, 
— L A, SCallithInst59p109, 
27p 

Complete and detailed exposition; lead- 
ing cases analyzed; copiously cross- 
referenced to the literature; covers 
corporation and shareholder problems, 
basis, one-month liquidations, liquida- 
tion of a subsidiary, one-year liquida- 
tions, avoiding corporate tax on sale 
of assets, Bittker B I, Tul8thInst59 
p610, 71lpp 

IRS refusal to rule on some 337 ques- 
tions makes advance planning to 
avoid delay vital; suggestions on use- 
ful procedures, Lanahan S, 11JTAX 
136, Sep59, 1p 

preferred stock 

Advisory group proposals on taxation 
of preferred stock dividends analyzed, 
criticized, Leist C D, 11JTAX70, 
Aug59, 2pp 

reorganization 

Advisory Group proposes to restrict 
spin-off by applying a per cent-of- 
total-value test: criticized as imprac- 
tical, 11JTAX136, Sep59, 3pp 

Divisive reorganizations, the background 
and the 1954 Code pattern; prob- 
lems that have, arisen and proposals 
for amendment, Lyons M, Tul8thInst 
p574, 36pp 

Explaining the author’s simplified com- 
putation for substantially dispropor- 
tionate stock redemptions, Freret E 
S, 37Taxes767, Sept59, 12pp 

Hazards in assumption of liabilities in 
formation or reorganization of a cor- 
poration, Kahn G J, 11JTAX275, Nov 
59, 3pp 

Tax Court criticized for decision in 
Turnbow that boot may be received 
and yet the transaction may qualify 
as a reorganization, 11JTAX1388, Sep 


59, 3pp 
Section 1244 stock 


Deductions for worthless stock ex- 


plained; emphasis on Section 1244, 
Harpole M E, SCallithInst59p539, 
12pp 


Tax aspects are included in a survey 
of the legal, economic and operating 
problems of Small Business Invest- 
ment Companies, 47CalLR144, Mar 
59, 26pp 


DEDUCTIONS & EXPENSES—BOOKS 


How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, wag, 64pp, $2.00. Prac- 
titioner’s Guide N 


Wriggens, J C & Gordon, G B, Repairs 


vs. Capital Expenditures, The Ronald 

ress . (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 
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DEDUCTIONS & EXPENSES—ARTICLES 

clothing 

Recent cases analyzed, Stuetzer H Jr., 
11JTAX346, Nov59, 4pp 

education 

Expenses of education to improve skills, 
allowable under new regulations, dis- 
cussed; Tax Court seen as liberal inter- 
pretation, Hagendorf S, 11JTAX226, 
Oct59, 3pp 

Recent cases analyzed, Stuetzer H Jr., 
11JTAX346, Dec59, 4pp 

illegal 

Careful analysis of Supreme Court cases 
on public policy and business ex- 
penses shows that true rule is, as 
Congress intended, that the tax law is 
neutral. Tank Truck and Hoover 
Motor alone fail to accord, though 
dicta in all cases is confusing, Pauls- 
ton J O, SCallithInst59p467, 66pp 

interest 

Analysis of leading, and recent, cases 
on deductibility, especially in trans- 
actions involving insurance and ex- 
empt income, Barton R M & Voeglin 
H S, SCallithInst59p751, 26pp 

Comment on type of proof needed to 
support deduction, Scheifly J E, SCal 
lithInst59p871, T7pp 

meals, lodging G moving 

British inland revenue tightens up on 
luncheon vouchers, a hitherto-untaxed 
fringe benefit, 11JTAX90, Aug59, 1p 

nonbusiness 

Collection of the cases on deductibility 
of legal expenses in divorce proceed- 
ings, 38OregLR258, May59, 10pp 

The problem and the cases (written 
before SpCt Peurifoy decision), 
Scheifly J E, SCallithInst59p878, 5pp 

travel away from home 

Disallowance by the Tax Court of meals 
on business trip of less than a day 
criticized as contrary to the statute, 
Oelbaum H, 11JTAX87, Aug59, 2pp 

Lumberjack allowed cost of daily auto 
trip to logging area; Crowther case 
discussed, 11JTAX282, Oct59, 2pp 

travel and entertainment 

IRS reminds taxpayers that credit card 
charges paid by employer are con- 
sidered reimbursements to employee, 
11JTAX228, Oct59, 2pp 

Recent cases analyzed, Stuetzer H Jr., 
11JTAX346, Dec59, 4pp 

Report on IRS new policy of requiring 
employers to report expense account 
payments on their tax returns, 12 
JTAX116, Feb60, lp 

DEPRECIATION—BOOKS 

Brown, E C, Effects of Taxation: De- 
preciation Adjustments for Price 
Changes, Harvard (Cambridge, 1952), 
16lpp 

DEPRECIATION—ARTICLES 

District Court decision in Hertz criti- 
cized (written before Circuit court 
decision and Supreme Court grant of 


Seeeetaet) 87 TexasLR503, Apr59, 
PP 
Economist surveys financial effect of 


alternative depreciation policies upon 
individual firm and upon the econ- 
omy, Hepworth S.R, Tul8thInst59p 
445, 4lpp 

IRS seen as winning attack on capital 
gain on sales of depreciable assets by 
new salvage and useful life rules and 
by redetermining salvage in year of 
sale, Macrae E W, 11JTAX262, Nov 
59, 2pp 

Reversal of Hertz decision by CA-3 re- 
ported, 11JTAX146, Sep59, 2pp 

ESTATES AND GIFTS—BOOKS 

Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Taxation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 


Federal Estate and Gift Taxes Ez- 
plained, Commerce Clearing House, 
$3.00, 288pp. Reflects 1958 amend- 
ments 

Lasser Institute J K, How to Save 
Estate and Gift Tazes, Pa 
Research Council, Inc., $5.9 


Lasser Institute J K, 53 New Pads For 
Saving Estate and Gift Taxes, Ameri- 
ean Research Council, Inc. (Larch- 
mont, N. Y.) $5.95. 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Tazes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Tazation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

The Federal Estate & Gift Tazes, 
Stephens and Marr; a guide to the 
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Law with current pocket parts, 
895pp, Tax Club Press, Tucson, Ariz., 
$9, Law regulations cases discussed in 
Statutory order 

Trachtman J, Estate Planning, Prac- 
ticing Law Institute (New York, 
1959) 178pp, $2.50 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Wormser A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 

ESTATES—ARTICLES 

administration 

Brief explanation of elections facing 
executor that may save taxes; outline 
of income taxation of estates and ap- 


plications on common situations, 
Walker C M, SCallithInst59p689, 
29pp 


Foreign real estate in estate results 
in unusual allocation of funeral and 
administrative expenses and indebted- 
ness, Mandell H M, 11JTAX312, Nov 
59, Ip 

planning 

A guide to the fundamentals, written 
for the lawyer in general practice in 
the Rocky Mountain states, Burnett 
J W, 18WyoLJ191, Spr59, 23pp 

Disposition of business interests: sole 
proprietorship, partnership, stock in 
closely held corporation. Advantages 
of buy-sell agreements and use of in- 
surance to fund. Choice of entity or 
cross purchase plans in the light of 
the recent tax cases and changes in 
the Code, Pennish J S, 11JTAX270, 
Nov59, 6pp 

Example of how a simple everything-to- 
my-wife will is improved by consid- 
eration of tax effect and planning to 
meet ng Kay D G, 11JTAX173, Sep 
59, 2p 

Law, vapulations and cases on marital 
deductions examined, with emphasis 
on problem areas and cases in which 
better planning might have saved a 
deduction, Webster G D, Tul8thInst 
59p259, 30pp 

Treatment of donated powers of ap- 
pointment; examples and brief rules 


for the draftsman, Craven G, Prac 
Law76, May59, 18pp 

ESTIMATES OF TAX 

Explanation of law and _ regulations 


governing filing of estimates by in- 
dividuals; penalties and how to avoid 
them, Stanley L W, SCalllthInst59 
p437, 40pp 


EXEMPT ORGANIZATIONS—BOOKS 

Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 
ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptions 

Webster G D, Federal Tax Aspects of 
Association Activities, 114pp, $4.50, 
Current tax situation; the Code and 
Regulations and how they are ap- 
plied 

FARMERS—BOOKS 

Halstead H M, Federal Income 1'axation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


FARMERS—ARTICLES 


New study by Department of Agricul- 
ture economists shows 86% of farm 
income is reported for tax purposes, 
Stocker R D and Ellickson J C, 12 
JTAX23, Jan60, 2pp 

Tax advantages in using cash method 
for farming; summary of comment 
before Ways and Means Committee 
hearings on tax revision, Halstead H 
M, 12JTAX122, Feb60, 3pp 

Tax Court Gibbs decision fails to clarify 
basis of Section 1231 raised livestock 
that had been inventoried, Bowen 
W G, 12Tax25, Jan60, 2pp 

Treasury seeks new legislation to tax 
patronage dividends by cooperatives, 
Farrell E J, 11JTAX218, Oct59, 2pp 


FOREIGN—BOOKS 


Code provisions that influence choice 
of form of business for American 
firm engaged in export; foreign sub- 
sidiary seen as best; WHTC and base 
companies considered, Baker R, Tul 
8thInst59 p416, 28pp 

Diamond W H, Foreign Tax and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 71 countries. 





Foreign I t t and Tazation, In- 
ternational Program in Taxation, 
ard University, (Cambridge), 


$7.50. 

Friedmann W G & Pugh R C, Legal 
Aspects of Foreign Investment, taxes 
on profits and dividends, Little, 
Brown & Co. 812pp, $20.00. 

International T'ax Agreements, Vol. VII, 
Columbia University Press, (New 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Rado A R, & Uckmar V, The Taz Con- 
ventions Between the United States 
~~ Italy, International Bureau of Fis- 

cal Documentation, (Amsterdam, 
1958), 104pp., $2.50. U.S. lawyer ex- 
lains application to U.S. tax law; 
om gag lawyer, application to Italian 


Switewiand offers tax advantages to 
American corporations establishing a 
subsidiary there to hold stock in 
other foreign -subsidiaries, 12JTAX 
104, Feb60, 2pp 

Tax Factors in Basing International 
cocconag Abroad, International Pro- 

in Taxation, Harvard Univer- 
= (Cambridge), $5.00 


FOREIGN—ARTICLES 


business 

Explanation of effect of US tax laws 
on domestic corporation manufactur- 
ing in Puerto Rico and transferring 
title there to independent US im- 
porter for sale here, 8ClevMarLR375, 
May59, 13pp 

How the provisions of the Boggs Bill, 
as revised by the Ways and Means 
Committee, affect current planning 
for foreign operations, Seghers P 
D, 11JTAX244, Oct59, 4p 

Problems on formation pa | liquidation 
of foreign corporations, nontax as 
well as tax considerations; sources of 
information listed; foreign corporate 


requirements; should Raye or 
stockholders form company ? 
umler W L, SCallithInst59p299, 
33pp 


Tax considerations involved in choice 
of corporate form for foreign busi- 
ness; WHTC and tax-haven corpo- 
rations; foreign tax credit computa- 
tions and problems; advantages and 
disadvantages of havens and WHTCs, 
Wender I T, SCallithInst59p253, 
45pp 

corporations 

IRS man says transfer as a contribu- 
tion to capital of controlled foreign 
corporation is an exchange requiring 
preliminary ruling, Mills L, JAccount 
Aug59, Ip 

entities in US 

Foreign corporations, managed in UK, 
is technically subject to US tax even 
though it has no permanent estab- 
lishment here. Treasury apparently 
not enforcing this provision of the 
Regulations and it ought to be 
changed, Reiff G W, 11TaxExec374, 
July59, llpp 

income 

Application of source-of-income rules to 
various kinds of income, Irell E and 
Stone L M, SCalilthInst59p333, 24pp 

Western Hemisphere Trading Corp 

Comparison with branch and subsidiary 
operation; current problems in nar- 
row Treasury interpretations, Craw- 
ford W W NYU17thInst, p369, 22pp 


FRAUD—BOOKS 


Balter, H G, Tax Fraud: What the 
Practitioner Needs to Know to Pro- 
tect His Client, The Journal of Taxa- 
tion, (New York, 1957) 96pp, $2.00. 
Articles originally published in The 
Journal v. Taxation, “Practitionera’ 
Guide No. 3. 

Balter, Fraud Under Federal Tax Law, 
Second Edition, 1953, Commerce Clear- 
ing House, $7.50, 495pp 


FRAUD—ARTICLES 


Banks’ reports of currency transactions 
help IRS trace evaders; summary of 
reporting rules, 11JTAX237, Oct59, 
Ipp 

Counsel for taxpayer describes how he 
defeated IRS claim that act after fil- 
ing allegedly false return was sep- 
arate offense starting new limitations 
period, Crowley G D, 11JTAX302, 
Nov59, 4pp 

GIFT TAX 

Treatment of donated powers of ap- 
pointment; examples and brief rules 
for the draftsman, Craven G, Prac 
Law76, May59, 18pp 


INCOME—BOOKS 
Lindsay D A & Burford S F, Items of 


Gross Income, Practicing Law In 
tute (New York 1958) 72pp $2.00. 
exposition of the law, footnoted 
Code, regulations, cases; covers 
clusions, and income given special 
treatment. 


INCOME—ARTICLES 

















Review of the cases and Code provision} Tob 
on forgiveness of indebtedness, Mit. s] 
nick H I, 11JTAX868, Dec59, 8pp i 

Survey of the exceptions to the general MARE 
rule that cancellation of indebted 
creates income, Sanders E, SCallith*¥: 
Inst59p565, 20pp ests 

Treasury asks Congress to change law ™®" 
to permit taxfree chense ot oor gna 
ernment bonds for n re ed 
financing, TLITAX163, Bens " Bu 

in respect of decedent 

What are items of income in respect oflojL, ¢ 
a decedent and how they are trea oe 
recent cases analyzed; illustra B Bas 
computation of credits, Shaw J M, 
SCalllthInst59p712, 30pp Fiske 

INSURANCE—BOOKS Gas 

How Federal Tazes Affect ite In- Co. 
surance and A OIL, ¢ 
Clearing House, Inc., (Chicage 1958) Brief 
96pp, $1.50 cen 

INSURANCE—ARTICLES ze 

Attack by IRS on minimum-deposit in, eat 
surance plans criticized as ignoring dan 
economic realities in insurance 59p 
Simon S C, 11JTAX202, Oct59, 3pp Curre 

Ducros decision of Sixth Circuit seeq ple 
as not distinguishable from the cons CB 
trary Golden case, a landmark i joo 
establishing the theory of taxation yor 
of life insurance on corporate stock mi2 
holders when premiums are paid by car 
the corporation for the benefit of the ven 
stockholders, Lawthers, R J, 123 TAX 367 
92, Feb60, 4pp Econ: 

How partnerships use disability provi esp 
sions, funded by accident and sick ind 
ness insurance, in buy-out cas 
ments, Friedman M R, 12JTAX tho 
Jan60, 2pp ean 

Need for disability provisions in a wid 
and sell agreements; use of i F | 
ance; tax aspects especially when ing niust 
surance is used to meet corpo: bac 
obligation to buy-out on disability; JA 
a M R, 11JTAX3382, D LaGl 

Ppp 

Thoughtful, scholarly review of — 
principles underlying taxation of ans 
insurance in business buy-sell agred ma 
ments; premiums, proceeds, oth jp 
realizations; distributions, stock T4 Study 
demptions and buyouts, Lawthers J roy 
J, Tul8thInst59p78, 96pp cay 

INTERNAL REVENUE SERVICE dec 

Chicago district to try new info ~~ 
conference procedure for comple in 
cases, 11JTAX295, Nov59, 2pp J 

Conference procedure criticized becaus toy 
it does not require IRS to state faetj re 
and law on which decisions are mad¢ oes 
ga M W, 11JTAX296, Nol oct 

IRS should set a policy in difficul all 
areas rather than wait for case-by la. 
case setting of rule. Summary d Ad 
paper presented at Tax Revisiol 
hearings by Ways and Means Com PAR 
— Kahn E L, 12JTAX27, Jan Aron 

Pp tici 

Office of IRS Chief Counsel becom@ vis 
Presidential appointment; longer Willi: 
ure, and higher-grade staff we ocl tior 

11JTAX295, Nov59, Ip 195 

INVENTORY—BOOKS ~ 
Butters J K, Effects of Taxation: . eal 
ventory Accountiny and Policies, Haj Ye 
vard (Cambridge, 1949), 330pp ent 
INVENTORY-ARTICLES PART 
Brief comment on implications of Taj AF 

Court decision in Klein case on dolla Comy 
value LIFO inventory, DeLeoleos } tre 
T. 11JTAX147, Sep59, 2 pp hol 
Steel users on Liro consider changin chs 
fiscal years to avoid low year-end Jai 
ventories; permanent involuntatyComy 
conversion provision needed in ing 
Code, McAnly H T, 11JTAX370, pal 
59, 2pp tio 
Tax Court outlawing of single-po an 
IFO inventories seen as victory liar 
narrow interpretations of the la4¥IRS 
which will seriously limit the ben ine 
of LIFO as a protection against 83¢ 
flation, DeLeoleos N T, 113 TAX26 Pract 
Nov59, 5pp a 
JOINT RETURNS ae 
Joint and several liability for tax, ‘ a 
ficiencies and penalties seen as We Jy 


just in light of wife’s separate stati 
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under state law, Ritz W J, 12JTAX 
56, Jan60, 2pp 


LOSSES 
corrybock G carryover 


Availability of loss carryovers in 13 
kinds of change in ownership or 
operations; law, recent cases an- 


alyzed; areas of 


dations for changes by part- 
nership committee of American Bar 
Association, Section of Taxation: ex- 
plained, compared with Advisory 
te proposals, 11JTAX290, Nov59, 
Pp 


PATENTS 








doubt 
Tobolowsky S, 12JTAX8, Jan60, 5pp 
Legislative history and current cases, 
Winton S C, 11JTAX76, Aug59, 4pp 


MARRIAGE, etc. 


Law, regulations and cases on gift, 
estate and income tax problems in 
marriage and divorce thoughtfully 
analyzed. Covers antenuptial agree- 
ments, property settlement, alimony 
and support payments, attorneys fees, 
Burke R, Tul8thInst59p174, 42pp 


OIL, GAS AND MINERALS—BOOKS 

Breeding & Burton, Tazation of Oil and 
Gas Income, Prentice-Hall, (Engle- 
wood Cliffs). 

Fiske L E, Federal Tazation of Oil and 
Gas Transactions, Matthew Bender & 
Co., $25.00 


OIL, GAS AND MINERALS—ARTICLES 


buon but forthright comments on_ re- 
cent developments; intangible drilling 
deductions available for carri in- 
terests, aggregation; PHC regulations 
and overriding royalties; depletion on 
damages, Schoenbaum S, Tul8thInst 
59p338, 52pp 

Current tax planning: minimizing de- 
pletable costs by use of oil payments, 
ABC deals, negative basis properties, 
reorganizations, and liquidations; con- 
verting income to capital gain; maxi- 
mizing deductions through use of 
carried interests, partnerships and 
ventures, Fiske L E, Tul&8thInst59p 
367, 22pp 

Economic interest doctrine analyzed, 
especially as applied to coal stripping; 
industry practices explained; leading 
cases thoughtfully distinguished; au- 
thor concludes Southwest Exploration 
cannot be reconciled with Parsons 
and will in time be overruled, Wiener 
F B, 37Taxes777, Sept59, 27pp 

Illustration of benefit of sale and lease 
back of zero basis mineral lands, 
JAccount80, Aug59, 1p 

LaGloria opinion analyzed; seen as shift- 
ing depletion allowance from plant 
operator to field owner, but not 
answering the question where does 
manufacturing begin, Simon S C, 11 
JTAX176, Sep59, 3pp 

Study of assignments of mineral and 
royalty interests that have achieved 
capital gain; implications of Lake 
decision; valuation procedures in these 
assignments; use of trusts, especially 
short term trusts, of these interests 
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in family financial planning, Speck 
J, Tul8thInst56p216, 42pp 

Thoughtful consideration of corporate 
problems in distributions by a corpo- 
ration of mineral and royalty inter- 
ests; implications of the Lake case 
in liquidating and non-liquidating 
transactions; brief mention of col- 
lapsible and Subchapter S problems, 
Aikman A, Tul8thInstp269, 40pp 


PARTNERSHIPS—BOOKS 


Aronsohn A J B, Partnerships, Prac- 
ticing Law Institute, (New York, Re- 
vised to October 1958) 108 pp, $2.00. 

Willis, Handbook of Partnership Taza- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS G PARTNERSHIPS— 
ARTICLES 


Comparison of the differences in tax 
treatment of partners and of stock- 
holders in a corporation electing Sub- 
chapter S, Caplin M M, 12JTAX82, 
Jan60, 4pp 


7 Comprehensive review of problems aris- 


ing on formation of a professional 
partnership and in ordinary opera- 
tions; footnoted to legislative history 
and to proposals for changes, Wil- 
liams L, 12JTAX66, Feb60, 5pp 

IRS to rule soon on basis problems in 
incorporating a partnership, 11JTAX 
839, Dec59, Ip 
Practical me in the formation of 
a Kintner association to obtain the 
benefits of a qualified pension plan 
for doctors or lawyers; Subchapter S 
election considered, Stuteman C A 
Jr., 1LJTAX336, Dec59, 4pp 


A iated Patentees case shows way to 
achieve tax saving for patent holder, 
Mills L, JAccount81, Aug59, 1p 


PAYROLL—BOOKS 


Payroll Tazes, Federal-State-Local. A 
guide for payroll departments. Phar- 
maceutical Manuf. Assoc., 1411 K 
St., N.W., Washington 5, D. C. 148 
Pp, $5.00. 


PAYROLL—ARTICLES 


Summary of recent NY rulings on bene- 
fits when employer pays some vaca- 
tion during a period of shut-down, 
Ress S, 29NYCPA455, Jun59, 1p 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 


Gordon G B, Profit Sharing in Business 
and Estate Planning. A study of 
profit-sharing from the viewpoint of 
employer and employee, covering 
benefits, kinds of plans, financial, 
legal and tax problems. Farnsworth 
Publishing Co., Inc. $3.50. 

Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 


PENSION G PROFIT SHARING PLANS— 
ARTICLES 


Detailed consideration of the problems 
that arise upon the reorganization of 
a firm having a pension plan. Mer- 
gers when one or both have plans, 
Robbins F J, NYU17thInst, p951, 
42pp 

Ruling that provision for valuation 
change to accept Treasury figure 
destroys qualification criticized as 
illogical and unjustified, Springer S G, 
11JTAX214, Oct59, 2pp o 

Statement of the law applicable to dis- 
tributions; consideration of regula- 
tions, cases and IRS practice in prob- 
lem areas; estate, gift and social se- 
curity aspects briefly mentioned, 
Meyer R L, SCallithInst59p811, 39pp 

Treasury new rule permitting em- 
ployee contributions up to 10% of 
compensation seen as in effect per- 
mitting tax-sheltered trust for execu- 
tive’s personal investments; comments 
on use in smaller closely-held corpo- 
rations, Chatterton H W, 12JTAX17, 
Jan60, 3pp 


PERSONAL—BOOKS 


Casey W J, Mutual Funds and How to 
Use Them, Institute for Business 
Planning, Inc. (New York, 1958), 
216pp, $12.50, Emphasis on family 
and small-corporation financial and 
tax planning 

Everyday Taz Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner’s Guide No. 
9 


Tax Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 64pp, 


POLICY—BOOKS 


Blough, The Federal Tazing Process, 

Prentice-Hall, Englewood Cliffs 
Lent, G E, A Tax Program for Small 
Business, The Amos Tuck School of 
Business Administration, (Hanover, 
1958) 28pp, (bulletin. -free) 


PROCEDURE—BOOKS 


Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edu- 
cation, (Philadelphia, 1957) 205pp, 
$3.00 

Lore M M, How To Win A Taz Case, 
Prentice-Hall, (Englewood Cliffs) 


POLICY—ARTICLES 


CPA urges drastic revision ending 
lower taxes on capital gain to make 
system simpler and to achieve public 
acceptance, Bachrach M, 11JTAX102, 
Aug59, 2pp 

Equity requires that taxpayers be re- 
imbursed for costs of litigation par- 
ticularly when suit is necessary be- 
cause IRS is not acquiescing in Tax 
Court position or Tax Court is refus- 
ing to follow the law of the tax- 

payer’s circuit, Brown L M, 45 
ABAJ978, Sept59, 2pp 

From study of aggregate statistics of 

corporate income over long period of 


Cumulative index «+ 


time, economist on staff of Ways and 
Means Committee concludes that the 
a income tax is probably 
borne by the corporation and not 
shifted to the consumer, Brannon G 
M, 11TaxExec314, July59, 16pp 


PROCEDURE—ARTICLES 


Insistence by IRS that requests for rul- 
ings be properly prepared will mean 
quicker replies on acceptable applica- 
tions; similarly ending Chief Counsel's 
review of published rulings should 
speed action, 11JTAX156, Sep59, 2pp 

IRS begins acceptance of information 
returns on magnetic tape; revolution- 
ary changes in auditing procedures 
foreseen, 11JTAX361, Dec59, 1p 

Tax Court judge rules against admis- 
sion of lie detector test offered to 
corroborate testimony of opening 
a8 Hobbet R D, 12JTAX102, 

e , 


REAL ESTATE—BOOKS 


Anderson P E, Tax Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 

Apportionment and Allocation of Corpo- 
rate Net Income for State Tazes, 
Controllership Foundation, Inc., (New 
York, 1959) $1.50 

Appraisal and Assessment of Shopping 
Centers, National Association of As- 
sessing Officers (Chicago), 47pp $3.00. 
Articles on the appraisal and assess- 
ment of modern shopping centers. 

Assessment of Household Furnishings, 
1953. National Association of Assess- 
ing Officers (Chicago). 28pp, $3.00. 

Assessment Organization and Person- 
nel, 1941, National Association of 
Assessing Officers (Chicago) 429pp. 
$7.00. Description and analysis of the 
powers and duties of local and state 

and the person- 

nel policies followed in staffing such 
agencies, together with recommenda- 
tions. 








t Principles, Revised edition, 
1939. National Association of Assess- 
ing Officers (Chicago) 106pp, $3.00. 
80 fundamental requisites to success- 
ful practice, as officially adopted by 
the Association. 

Assessment Study Guide, Revised edition 
1955, National Association of Assess- 
ing Officers (Chicago) 52pp. $2.00. 
A bibliography of generally available 
material covering important phases of 
the assessment function. 

Assessment Terminology, Revised edi- 
tion, 1956, National Association of 
Assessing Officers (Chicago) 42pp, 
$2.00. A glossary of over 500 terms 
commonly used by assessing officers. 

Construction and Use of Tax Maps 1957, 


National Association of Assessing 
Officers (Chicago) 5bipp, $2.00. A 
practical manual for assessors on the 
preparation, maintenance, use and 


cost of tax maps. 

Depreciation of Buildings for Asseas- 
ment Purposes, 1943, National As- 
sociation of Assessing Officers (Chi- 
cago) 66pp, $3.00. A description and 
analysis of the techniques used by 
practicing assessors. 

Exemption and Preferential Tazxation 
of Factories, 1951, National Associa- 
tion or Assessing Officers (Chicago) 
19pp, $2.00. 

Interstate Income Law, Contents in- 
clude text of the law, discussion of 
leading Supreme Court decisions, 
state-by-state analysis of the situa- 
tion in states currently in position to 
tax interstate business. Prices: 50-99, 
$.70 ea. 

The Assessment of Leased Equipment, 
Valuation principles and methods, re- 
cent decisions analyzed; forms used 


in various jurisdictions. National 
Assoc. of Assessing Officers, Chicago 
$7, Ill. 

REAL ESTATE—ARTICLES 

Analysis of the cases on dealer in- 


vestor and consideration of factors 
influencing the courts; exposition of 
Section 1237 on subdivision of prop- 
erty, Pennell J S, Tul8thInst59p23, 
55pp 

Disposition of property mortgaged in 
excess of basis; sale, foreclosure, con- 
demnation, gift considered; rules ex- 


plained, doubtful areas pointed out, 
Spears M 5S, SCalilthInst59p8s3, 
26pp 


Fictitious decision of 1981 explains the 
Illinois land trust and the problem 
of associations taxable as a corpo- 
ration, Lassers W J, %37Taxes539, 
Jun59, Tpp 

Real estate man describes some taxfree 
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exchanges of property which he ar- 
Bernfeld H, 11JTAX220, Oct59, 


PP 

Tax advantages and disadvantages of 
organizing a syndicate as a trust, a 
partnership, a limited partnership, a 
corporation or a corporation electing 
under Subchapter S, "White B F, SCal 
1lthInst59p8651, 20pp: similarly 12 
JTAX48, Jan60, 3pp 

Treasury drops opposition to —— 


for real estate i 
LLITAXSI6, Nov59, lp 
RETROACTIVITY 


KR, tot FY) 








s the questions of 
equity arising in allowing retroactive 
election of LIF Concludes that 
equity is almost impossible to achieve 
and in any case it is not desirable to 
stimulate the growth of LIFO, Bar- 
ron J F, JAccount46, Aug59, 6pp 


SALES TAX—BOOKS 


Due J F, Sales Tazation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $6.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed 


SELF-EMPLOYED RETIREMENT 


Analysis of HR 10, Self-Employed In- 
dividuals Retirement Act as passed by 
the House in 1959, Pelino J W, 63 
DickLR335, Junb59, 9pp 

Treasury opposition may defeat pro- 
posal for pensions for the self-em- 

ployed; arguments as presented by 
David Lindsay to Senate Finance 
Committee, ILITAX169, Sep59, 2pp 


STATE AND eee 


Interstate Income Law ext and ex- 
planation of PL seaTas CCH, Chi- 
cago and New York, 64pp, $1 

Morton W A, Housing Tazation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

State & Local Government Finance in 
1957; Bureau of the Census, Washing- 
ton, D. C., T5pp $1; this is the 
eighth in a series of releases designed 
to make findings available from the 
1957 Census of Governments 

State Taxation of Interstate Com- 
merce, Machinery & Allied Products 
Institute (Washington), 3lpp, $1, 
Legislative history of PL 86-272 as a 
guide to its interpretation 


STATE AND LOCAL TAXES—ARTICLES 


Compliance costs exceed 1% of taxes 
paid, national survey shows, 11JTAX 
248, Oct59, Ip 

Do state and local taxes influence the 
location of new industry? Articles 
present the positions taken by the 
authors in a debate at the 1958 Los 
Angeles ABA meeting, Brabson G D 
and Maloon J H, 37Taxes635, July 
59, 12pp 

Explaining a new index to measure 
relative tax burden; it is a combina- 
tion of taxes per capita and taxes as 
a per cent of income, Frank H J, 12 
NatTaxJ179, Jun59, 7pp 

income taxes 

California changes rates; conforms de- 
preciation and capital gains to Fed- 
eral, Bock R S, 11JTAX857, Dec59, 
1 


Pp 

Criticism as unduly formalistic of NY 
case denying allocation, for unincor- 
porated business, of income of NY 
brokerage firm which had formed 
separate Texas and Brazil partner- 
ships to comply with local law on 
ground that NY firm could not do 
business in those places, 34NYULR 
976, May59, 9pp 

Insurance agents not liable for New 
York unincorporated business tax, 11 
JTAX185, Sep59, 1p 

inheritance 

Illinois, Michigan and Ohio compared 
in treatment of joint interests, con- 
tingent remainders, powers of ap- 
pointment, life insurance proceeds, 57 
MichLR864, Apr59, 2lpp 





Georgia tax official sees new Federal 
limitation on state taxes as uncon- 
stitutional and unfair in gn , e 
og states, Coz F L, 

354, 4pp 

New Folens limitation on state taxa- 
tion of interstate commerce seen as 
vague and inequitable; change fore- 
seen, 11JTAX279, Nov59, 3pp . 

Supreme Court w review Scripto 


sales, 11JTAX357, Dec59, Ip 
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Study of the factors that make a busi- 
ness unitary and therefore subject to 
state formulas for apportionment of 
income, 11JTAX241, Oct59, Ip 

Though Supreme Court has widened 
power of state to tax, Federal legis- 
lation is seen as needed to cope with 
allocation problems, 33TulLR870, Jun 
59, 5pp 

intergovernment immunity 

Present state of the law summarized; 
recent cases analyzed, 13WyoLJ229, 
Spr59, 5pp 

interstate commerce 

New Mexico case upholding non-dis- 
criminatory occupation tax as applied 
to interstate salesman criticized 
(written before Northwestern-Stock- 
ham decisions) 5WaynLR271, Spr59, 


4pp 

property tax 

Economist summarizes personal prop- 
erty taxation in the United States 
and comments on principal problems. 
Addressed to accountants, Lynn Jr., 
A D, 29NYCPA350, May59, 6pp 

First of a series explaining assessment 
of utility properties, 30regSTaxB5, 
May59, 5pp 

Flying Tiger case presents new ques- 


tions on taxation of airplanes to 
Supreme Court, 72HarLR1584, Jun 
59, 4pp 


How a Minnesota county carried out 
a revaluation program, Schwartz E 
C, 1AssessAdmin35, May59, 2pp 

How county tax departments in Michi- 
gan help local assessors, Pealy R H, 
25 Assessors’NL51, May59, 3pp 

Residence assessment problems of a 
small growing Canadian town, Jellis 
J D, 1AssessAdmin24, May59, 2pp 


Summary of state laws exempting 
veterans’ property, 25AssessNews5, 
Aug59, 2pp 

soles tax 


States extend sales tax to services 11 
JTAX112, Aug59, 1p 


SOCIAL SECURITY 


Definition of disability used by Social 
Security Administration being studied 


at Congressional hearings: recent 
eases reported, 11JTAX310, Nov59, 
2pp 


STOCK MARKET OPERATIONS 
Low-coupon 
a discount 


Treasury 
provide 


issues selling at 
opportunity for 


capital gain income; other tax ad- 
vantages in Treasurys, Spencer M M, 
llJTAX284, Nov59, 38pp 


Tax Court procedure provides equiva- 
lents of pre-trial and discovery rules 


of the Federal district courts; little 
need for change seen. Development 
of the argument is here made 


through analysis of working of Tax 
Court rules, Bennion A Y, SCalllith 
Inst59p405, 23pp 


TAX PRACTICE—BOOKS 


Boughner J L, Tax Planning & lF'ee 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
cludes periodic revisions. 


TAX PRACTICE—ARTICLES 


ABA unauthorized practice committee 
issues opinion that estate planning 
is practice of law, 11JTAX3844, Dec 
59, lp 

Co-chairman of National Conference of 
Lawyers and CPAs discusses proposed 
code of conduct that would limit dual 
practice and announcement of dual 
qualifications, Jameson W J, 36UDet 
LJ440, Apr59, 17pp 

Connecticut court holds that banks are 
not unlawfully practicing law in pre- 
paring and defending tax returns for 
estates and trusts of which they are 
trustees, 11JTAX182, Sep59, 1p 

Counsel for taxpayers in Associated 
Patentees litigation tells how litiga- 
tion began in a minor controversy 
pressed thoughtlessly by the IRS and 
grew into a leading case on tax re- 
duction, Cochran H P, 11JTAX358, 
Dec59, 4pp 

CPA describes how his firm handles a 
volume of returns for smaller tax- 
payers efficiently and profitably and 
finds the work excellent staff train- 
ing, Myers M, 12JTAX2, Jan60, 5pp 

General description of the work and 
professional organizations of account- 
ants, written for lawyers and empha- 
sizing contacts with lawyers, particu- 
larly in tax matters, Jennings A R, 
36UDetLJ399, Apr59, llpp 


568% pass Treasury examination for 
snecial enrollment, 11JTAX3818, Nov 
59, Ip 


The Journal of Taxation «+ 


March 1960 


Lawyer-CPAs practicing both profes- 
sions often do poor audit work, 
Puerto Rican lawyer says, Moreno R 
G, 11JTAX182, Sep59, Ip 

NY court holds that lawyer had lien 
paramount to Federal government’s 
and was entitled to percentage-of- 
award fee from tax-delinquent client 
who obtained judgment in the litiga- 
tion handled by the lawyer, Simon K, 
Mintz C, 17BB29, May-June59, 2pp 

Proposal to ban dual practice by the 
lawyer-CPA seen as unfair and illogi- 
cal, Wilson J R, 36UDetLJ464, Apr 
59, 26pp 

Relationship of lawyers and account- 
ants, as individuals and through pro- 
fessional societies, reviewed. Tax 
problems covered, Queenan J W, 36 
UDetLJ422, Apr59, 18pp 

Specialization means higher income; 
ABA control asked, Sammond F, 11 
JTAX312, Nov59, 1p 

Tax problems an auditor should consider 
as he goes through his program. Com- 
ments and questions arranged in the 
same orders as typical audit program, 
Fletcher W H, 4NatPA2, Apr59, 4pp 
(Part I). 

Treasury to hold examination for spe- 
cial enrollment in Fall 1960 in con- 
tinuing attempt to increase number 
of persons practicing before Treas- 
ury, 11JTAX344, Dec59, 1p 

Treasury not always enforcing limita- 
tions on preparers, survey by CPA 
shows, 11JTAX842, Dec59, 3pp 

corporate tax dept. 

Management consultant discusses the 
kind of corporate tax department that 
merits separation as special function 
and the kind of tax manager needed to 
run it, Purvis D, 11TaxExecl8, Oct 
58, 7pp; similarly, 11JTAX235, Oct59, 


lp 

Pre-trial techniques; practical comments 
on stipulation and settlement proced- 
ure, Lentz V NYU17thInst, p125, 
10pp 


TIMBER—BOOKS 


Falk. Jr.. H W, Timber and Forest 
Products Law, Howell-North Books. 
Berkeley, Calif., 1958). Price, $7.50. 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Taxation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Administration 
and Taxation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar R L, Saving In- 
come Tazes by Short Term T'ruats, 
Prentice-Hall, (Englewood Cliffs, 
1956) 203pp, $7.50. Exposition of 
Code; examples. 

Tweed H & Parsons W, Lifetime and 
Testamentary Estate Planning, Com- 
mittee on Continuing Legal Fduea- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Brief practical comparison of custodian 
gifts and trusts; author concludes 
that lower costs of custodian gifts 
are more than offset by rigidity of 
form, Morrison D S, 45ABAJ751, 
Jul59, 3pp 

Desirability of the grandfather trust 
in the light of the current law; in- 
come estate and gift tax problems of 
grandfather-donor, parent and grand- 


child, Sayles R A, SCallithInst59p 
675, 14pp 
Explanation of tax savings through 


use of short-term trusts for support 
and to accumulate income for 
children. Written as an example of 
application in typical case, Monyek 
R H, 7AYoungJ8, July59, 9pp 

May, or should, trustee make adjust- 
ment in trust accounts for tax sav- 
ing or tax burden shifted by his dis- 
cretionary act? Cases analyzed; sug- 
gested clause to authorize trustee to 
adjust is included, Miller B S and 
Yellon D J, 11JTAX, Dec59, 5pp 

Uses of trusts in planning especially, 
short term, for minors, insurance and 
multiple trusts; income, gift and 
estate tax problems of each, Kirby 
V N, SCalllithInst59p627, 7pp 

Ways and Means Committee to make 
substantial changes in bill proposed 
by Advisory Group on Subchapter J 
(HR3041), 11JTAX251, Oct59, 1p 


UNEMPLOYMENT TAXES 


NY permits voluntary contributions by 
employers; example of saving in vol- 


untary payment, 11JTAX180, Sep59, 
lpp 

VALUATION 

Investment banker’s address to CPAs 
gives thoughtful, though general, 
comments on how he approaches 
valuation of shares in a_ business, 
todder J W, ICPA17, Sum59, 6pp 


CASES DISCUSSED 


Articles discussing extensively a tux 
case are indexed below. The first word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the index entry of 
the article containing the discussion. 


Abbott—corp, collapsible—dictum 


Altdorfer—acc—deferred 
Alprosa—losses, carryback—legislative 
availability 


American Dental—-income—review 

Amherst—oil, gas & min—aggregation 

Arnfeld—capital gain—penetrating 

Arnfeld—insurance—thoughtful 

Associated Patentees—tax prac—counsel 

Auto Club of Michigan—account, ac- 
crual—analysis 

Auto Club of NY—account, accrual— 
analysis 

Baird—acc, reserves—criticism; Hansen 

Bankline—oil, gas & min—LaGloria 

Bausch—ince, in resp decedent—what 

Beacon Brass—fraud—counsel 

Bixby’s Est—trusts—may 

Blair—oil gas & min—study 

Blumenthal—trusts—taxz 

Boettinger—alimony—husband 


=r interest—analysis; ins—at- 

tac 

Borg-Warner—s&l, intergov immunity 
—present 


Bounds—comp—gratuitous 

Braniff—s&l, property—Flying 

Bressner—account, accrual—analysis 

British Motor Car—losses, carryback— 
legislative 

Burnett—inc, in resp decedent—what 

Cammarano—dé&e, illegal—careful 

Carter—farm—tax 

Carter Foundation—oil, 
brief 

Carpenter—farm—Treasury 

Coastal Oil—losses, carryback—legisla- 
tive; corp. formation—first 

Commercial Trust—trusts—may 

Continental Motors—s&l, intergov 
munity—present 

Cowden—comp—oil 

Crane—real est—disposition 

Crother—d&e, t&e—lumberjack, recent 

Cuba Railroad—inc—Teleservice 

Decker—corp, close—thoughtful 

Detroit Edison—inc—Teleservice 

Detroit Park Shelton—real est—taz 

Dippel—joint ret—joint 

Donovan—losses, carryback—legislative 

Draper—joint ret—joint 

Ducros—corp, buy-sell—penetrating 

Ducros—insurance—Ducros 

Dwight’s Trust—trusts—may 

Elko Realty—losses, carryback—legisla- 
tive 

Emmons—insurance—attack 

Evans—depreciation—reversal, Treasury 

Flying Tiger—s&l, property—Flying 
‘aber—alimony—husband 

Fifth Ave. 
tax 

Frigidaire—excise—General 

Galt—partner—practical 

General Geophysical — corp, 
thoughtful 

Gibbs—farm—tax 

Glover—acc, reserves—criticism 

Golden—insurance—Ducros; thoughtful 

Goodstein—ins—attack 

Goodstein—dé&e, interest—analysis 

Hansen—acc, reserves—criticism 

Harris—alimony—law 

Heininger—dé&e, illegal—careful 

Herff—real est—disposition 

Hertz—deprec—reversal 

Holsey—corp, buy-sell—penetrating 

Hooks—inc, in resp decedent—what 

Hoover Motor—dé&e, illegal—careful 

Hopkins—fraud—disallowance 

Howard—corp, reorg—tazx 

Howe—inc, in resp decedent—what 

Hutchens Steel—losses, carry — avail- 
ability 

Jacobsen—income—review 

James Realty—corp, formation—first 

Kelley—corp, close—thoughtful 

Kelley—corp, collapsible—dictum 

Kintner—partner—practical 

Klein—inventory—brief, tax 


gas & min— 


im- 


Coach—account, accrual— 


close — 


Koma—corp, buy-sell—penetrating 


Kruse—corp, close—thoughtful 302—c 
Lake—capital gain—penetrating $05—c 
Lake—oil gas & min—brief; st 331—« 

thoughtful 332—<c 
Levy’s Est—trusts—may iP 
Lewis—farm—tazx ; 334—<« 
Libson Shops—losses, carry—availabil. a. 

ity f a —{ 
Lilly—dé&e, illegal—careful —¢ 
Linde—inc., in resp decedent—what 346—<« 
Long Poultry Farms—farm—Trecem@ $51—« 
MacFarlane—inc, in resp decedent—| 855— 

what 356—« 
Marlor—d&e, education—expenses 367—<« 
Massey Motors—deprec—reversal §61—<c 
Metropolitan Company —corp, close— . 

thoughtful aa 
Mill Ridge—losses, carry—availability,| 421— 

Legislative 3 481—+« 
Mill Ridge—corp, formation—first 631—« 
Nippert—s&l, inter com—New i42—1 
Northwest Airlines —s&l, property —| 673—1 

Flying a 
Northwestern States Portland Cement—| §91— 

s&l, interstate com—brief; Georgia; 17— 

though gil-- 1 
O’Daniel—inc, in resp decedent—what | 1017— 
Osteen—d&e, t&e—disallowance 1237— 
Parr—oil gas & min—brief : 1239— 
Parsons—oil gas & min—economic 1244— 
Payne—corp, collapsible—dictum 1244— 
Pelton Steel—corp, buy-sell—penetrat.| 1803— 

ing—tax court—nee 2041- 
Pelton Steel—corp, accum earnings—| 203— 

tax; insurance—thoughtful 6012— 
Penton—losses, carry—availability 6166— 


Phillips—insurance—thoughtful 

Pittston—capital gain—penetrating 

Reed—comp—cases 

Reedy—comp—gratuitous 

Rice Est—trusts—may 

Robbins—s&l, inter comm—New 

Rodner—inc, in resp decedent—what; 
gratuitous 

Rudco Oil—oil gas & min—thoughtful 

Schaffner—oil gas & min—study 


Schalk Chemical—corp, close—thought-| 4-9 


ful 
Schlaut—account, accrual—analysis 
Sclafani—fraud—counsel 
Schwartz—fraud—disallowance 
Seibond—d&e, education—recent 
Simon—corp, close—thoughtful 
Simpson—comp—payments; cases 
Sonnabend—dé&e, interest—analysis 
Southwest Consolidated—corp, reorg— 
tax 
Southwest Exploration—oil gas & min 
—economic 
Spies—fraud—counsel 
State Street Trust—trusts—inclusion 
Strauss—dé&e, illegal—careful 
Stockham Valves—s&l, interstate—brief; 
Georgia 
Streight Television—account, accrual— 
analysis 
Sturgis—insurance—thoughtful 
Sullivan—dé&e, illegal—careful 
Supplee-Biddle Hardware—ins—using 
Tank Truck—dé&e, illegal—careful 
Teleservice—acc—analysis 
Textile Mills—dé&e, illegal—careful 
Tucker—corp, buy-sell—penetrating 
Trembley—oil, gas and min—survey 
Trunk—real est—tax 
‘TTurnbow—corp, reorg—tax 
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